


MONEY EXCHANGE AND 
BANKING 


BV 

C. P. SRIVASTAVA. M.A., b- COM. 
Professor of Banking <& Commerce 
D- A.-V.. College, Caunpore 
(Ex-Member, Faculty of Comm^ce and Board 
Studies, Agra University) 


of 


WITH A 




FOREWORD 


BY 

L. KALKA PRASAD BHATNAGAR, u.a., LLB. 
Principal, D A-V. College. Catinpore. 

<S 

Dean of the Faculty of Commerce, 

Agra University. 


FDBl.I<llEO BT 

Gautama BRotHXRs & Co., Ltd.,j 

CAWNPOBE. 

1943 



Puhitshers 

GAUTAMA BROTHERS & CO.. LTD , 
CAWNPORE. 


Printers ‘ 

THE DIKSHIT PRESS, 
ALLAHABAD. 



foreword 


‘Money, Exchange, and Banking,’ by Pro- 
fessor G P Srivastavd, is a systematic and 
very valuable oontribation to the subject which 
will be found useful for the students of the 
Intermediate and Degree classes m Economics 
and Commerce There is no dearth of books on 
this subject , but there are very few books 
which could meet the needs of Indian students 
in the way in which Professor Snvastava tries 
to meet them 

The subject has been explained m a clear and 
lucid manner and has been written m a simple, 
easily intelligible and comprehensive style. 
Every effort has been made to make it up to 
date Problems of Currency and Exchange are 
so intricate that only a teacher of vast know- 
ledge and long experience can bring them home 
to our students Professor Snvastava, after 
specialising in Advanced Banking and Public 
Finance for his B Com Degree, has been teach- 
ing the subject to the Intermediate and the 
Degree classes for the last fourteen years and is 
therefore well qualified for the task He has 
realised the difficulties of the students in under- 
standing the subject and has very admirably 
tiled to remove them 

The book has been divided into two parts and 
the topics dealing with Indian Currency and 
Exchange have been thoroughly and fully 
explained The fundamental principles of Cur- 
rency, Exchange and Banking have been very 
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suitably 'illustrated with Indian examples and 
the various documents and instruments used m 
Banking have been amply illustrated The 
latest developments in the Arts of Central Bank 
ing have also been very lucidly dealt with 

The book will not only serve the valuable 
purpose for which it is written, but will also 
appeal to a uider circle of businessmen and 
industrialists who are naturally interested in 
monetary problems I congratulate Professor 
Stivastava for making this valuable contribu 
tion to the existing books on the subject 


Cawnpore ) KaLKA PBASad BhaTNAGAR 
July 40, 1940 ) Dean, Faculty of Commerce, 
Agra University 



PREFACE 


The piesent work is the out come of my 
long-felt desire to place a suitable text book on 
Money, Exchange and Banking with special 
reference to India in the hands of my students 
preparing for the Intermediate in Commerce 
and B Com Classes It has grown mostly out 
of my class notes and is intended to serve as 
a text hook primarily to the Intermediate 
Students The difficulties of beginners in grasp- 
ing the essentials of the intricate problems of 
Currency and Exchange have been kept m view 
throughout the book and the subject-matter has 
been treated in a very simple, easy and intelli- 
gible style My only excuse for adding this 
volume to the books extant is that most of them 
aie deficient in one or the other respects and do 
not present the subject matter m a comprehen- 
sive manner It is the persistent demand of 
the students themselves which has encouraged 
me to undertake this work 

The book has been divided in two parts. The 
first part deals with problems of currency and 
exchange and with the Indian Currency System , 
and the second with the principles and the Law 
and Practice of Banking The forms of various 
documents in use have been amply illustrated 
and the information supplied is most up-to date 
In the preparation of this work I have consulted 
a score of latest books on the subject both Indian 
and foreign, and I am deeply indebted to their 
authors The collection, sifting and synthesising 
of the matter has meant a lot of work, but I 
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shall feel myself amply rewarded if the book is 
found useful by my students of both the Inter* 
mediate and B Com Classes I am confident 
the book will prove useful to the general readers 
and students of Economics m Arts as well 

I am very grateful to Lala Kalka Prasad 
Bhatnagar, M A , LE B , Dean of the Faculty 
of Commerce, Agra University, and Principal, 
D. A-V College, Oawnpore, foi his very kindly 
introducing the book to the students. 

D. A-V College ^ 

Cawnpore, C CP SRIVASTAVA 

20th July, 1940 ) 



PREFACE TO THE bECOND EDITION 

The encouraging re'^ponse given to the First 
Edition of the bock cleared in *50 short a time 
and its wide recognition both by the students 
and teacheis of the subject in the United Pro 
\ince= Bajputana Central India and Ajmer 
and in Bengal has been a source of great inspi 
ration and satisfaction to me I am very 
grateful to them all for this wide recognition 
and especially to mj erstwhile colleague and 
friend Dr Babu Ram Misra M A Ph D and 
Prof S D Kalelkar M A (Oxon) of the Benares 
Hindu University for iheir \eiy valuable sugges 
tions and constructive criticisms for the improve 
mentof the book I have taken the opportunity 
to thoroughly revise recast and enlarge it and 
to make the subject matter as upto date as 
po«sibIe One chapter more describing the 
effects of the present titanic war on Indian 
Currency and Excl ange and the measures enact 
ed by the Government to solve the intricate war 
time problems of currency exchange and finance 
has been added I shall feel obliged to the 
teacher*! of the subject m the various colleges 
and uni\ereities if they will kindly offei their 
valuable suggestions and criticisms for further 
improvement of the book 


15th January 1942 


C P SRIVASTAVA 



PREFACE TO THE THIRD EDITION 

The book has been revised and the la«t 
chapter dealing with the present war and Indian 
Currency and Exchange has been brought up to 
date 

4th Sep ,1943 CP SRIVASTAVA 
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CHAPTER I 


INTRODUCTORY 

In the modern age we live essentially by 
exchange Most prodoction is intended for the 
market. We do not prodace all things^ which 
we reqaire for oar daily consomption, by ourselves, 
bnt we specialise in prodacmg one thing or another 
or in rendering a service to others. We then sell 
or exchange oar prodncts or services for xrbat is 
called money with the help of which we buy 
whatever and in whatever quantities we like for 
satisfaction of oar wants Between the producers 
and consamecs there is a long chain of middlemen 
and both production and distribution to the con- 
sumers of most commodities require a co-operation 
of many men and of many factors Exchange 
therefore helps us to specialise nay, it helps even 
localities and commomties to specialise in the 
production of those things only for which they 
have the best natural or acquired advantages 
This principle of specialisation or division of 
labour is the fandamental basis of the organisation 
of modern society and it presupposes the existence 
of exchange. In fact, if we accept the principle 
of division of labour then exchange follows 
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from It as a corollary Such a complex society 
based on division of labour and exchange cannot 
function without money. 

Exchange is a free and voluntary transfer of 
surplus wealth from one man to another from one 
place to another or from one time to another. 
It IS of two kinds: direct and indirect In the 
initial stages of economic life wants were few and 
simple. Every body produced whatever be wanted 
to satisfy himself The satisfaction of wants 
was direct. Even then the surplus product 
of one could be exchanged directly for the surplus 
productof another Buttbisstage of selfsnffictency 
was gradually succeeded by the indirect methods 
of satisfying wants People realised the benefits 
of division of labour at a very early stage and a 
very simple form of specialisation ensued. Still 
the direct method of exchange called Batter or 
Natural economy prevailed Barter^ has been 
defined as the exchange of *'the comparatively 
superfluous for the comparatively necessary’’ It 
IS a direct system of mutual and voluntary trans* 
fer of wealth between two parties each being in 
consideration of the other. This system of exchan* 
ge 13 possible only under certain conditions and 
even then it does not necessarily lead to the mutual 
advantage of both parties to the exchange. 


iW.S Jevons. Money and the Mechanism of 
Exchange 
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Conditions of Barter 

There are always two parties to an exchange 
transaction. Exchange by barter is possible only 
when each patty to the transaction has a desire 
to possess the thing of the other ; each of 
them has something to offer in exchange, 
t. e,, each has some means to exchange ; 
and each of them is willing to sacrifice his 
means to obtain the thing of the other. Until 
all these conditions are fulfilled, exchange is 
impossible For example, if Mohan has a pen 
and Sohan a knife; exchange between them will 
take place only when Mohan will rather have 
Sohan*8 knife than bis pen and Sohan likewise 
will rather like to have MohanU pen than his knife. 
If Sohan wants anything else than a pen ex. 
change will not take place. In other words, if 
exchange by barter ts to take place, there mast 
be a ^'double coincidence of wants" ' ‘‘A man mast 
find another who both has what he wants and 
wants what he has'* 

DifEiculties of Barter 

Lack oj Double Coincidence of Wants -This 
doable coincidence of wants is one of the greatest 
difficalties of Batter. A man desiring to get 
anything in exchange of his own must search out 
another who has got the thing which he wants to 


^F. Bevham : Economics p, 338. 
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have and is at the same time willing to get the thing 
in exchange which he is willing to offer. If be is 
able to find oat a man who has the thing he wants 
to have but that man is willing to exchange his 
thing not for what he is prepared to offer bat for 
something else then they cannot exchange^ This 
entails a loss of time in searching ont a suitable 
person for his patpose and caases a good deal of 
inconvenience. It is very cambetsome and tedioa^ 
Hence, doable coincidence of wants is neither 
always po<Bible nor easy even m case of finished 
goods. Trade under each conditions is bound to 
be limited in ite volame and variety. 


Lack of a Standardt or common measure, of 
—The second tnaio difficulty with batter is 
that there is no standard of value to enable the 
parties to exchange to compare the relative values 
of their respective possessions with each other. If 
there were a common mediam of exchange, the 
values of all things would be referred to it and by 
virtue of Its service as a common denominator of 
all values, such an intermediate commodity 
would enable a comparison between the objects of 
exchange as to tbeir relative values and costs. 
For example, if A has wheat and B has rice and 
both of them want to exchange, then without a 
standard of value being there, they cannot find 
out bow much wheat should be exchanged 
for so much of rice. In the absence of a com 
mon measure of value, therefore, there would be 
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very few well-defined and universally acceptable 
market valnes. A good deal of time would be lost 
in higgling and bargaining between individuals 
to determine the relative values of their disposable 
possessions. 


Lach of Diviiihility Then, the third funda- 
mental, and by far the greatest, difficulty of barter 
is the impossibility of dividing a thing into many 
parts without loss of utility and exchanging the' 
different parts for different things from different 
persons when all the requirements of a man cannot 
be had from one man in exchange for one thing. 
In this case all these basic difficulties of barter be- 
come most glaringly manifest. For example, if 
A has a cow and wants to get in exchange some 
corn, a little of salt, spices, a pair of dboties and 
a pair of shoes, his position under Barter is most 
unenviable. It is impossible for him to find out a 
man who has got all the things in the required 
quantities that he likes to have and is willing to 
get a cow in exchange. What a loss of time and 
inconvenience it will cause can be easily imagined. 
It is impossible for him to divide the cow into 
various parts and exchange the different parts of 
the carcass for different commodities from many 
persons, because then there shall be an enormous 
.loss of utility and excepting a cobbler who 
can spate a pair of shoes nobody will like to 
have it. 
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Displacement of Barter by Money 

It was to escape from these fondamental 
defects and difficulties of Natural Economy or 
Barter the cumbersome and time-svastmg method 
of direct exchange, that man at a very early stage 
of economic development, hit upon the plan of 
indirect method of exchange, in which goods and 
services were not exchanged directly for goods and 
services, but they were exchanged through the 
mediation of a third commodity, commonly 
called a medium of exchange and measure of 
value or money Any commodity in general 
or universal consumption or demand, suiting the 
stage of economic development attained by the 
community concerned, was chosen to act as an 
intermediary and us general or universal accept' 
ability led to it« service as a medium of ezebange 
and measure of value. A host of commodities 
and of a wide variety bad been in use in various 
countries in the past as common media of exchange 
For example, corn, cattle, tea, tobacco leaves, 
wampum, glass beads, furs, salt, cloth, slaves 
and females, Cowrie shells and pieces of skin etc , 
had been used as money in the past in many 
countries But all these commodities suffered 
from certain serious defects in their service as 
measure of value, and for various reasons, 
which we shall discuss in the following chapter, 
they were gradually supplanted by the precious me- 
tals— gold and silver— which were adopted as 
money all over the world. 
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This indirect exchange of money splits up the 
exchange into two — a sale and then a purchase. 
But this seemingly roundabout and doubling of 
the transactions makes exchanges much more 
easy and convenient, and also makes it possible to 
have place and time exchanges on account of the 
money being the universal measure of value and 
transferor of valne from place to place and time 
to time. It facilitates exchange and dispenses 
\vtth all the difdcalties of barter. Now, to take 
the previous example. A can sell his cow for a few 
rupees and can buy whatever he likes to the extent 
of the money that he gets from selling his cow. 
There is no more the necessity of doable coinci- 
dence of wants and as the value of all things are 
expressed in money, we can easily determine by 
reference to their relative prices as to how mnch 
of one thing shonld be exchanged for so much of 
the other. Moreover, money is divisible and this 
fact of divisibility facilitates exchange even in 
the smallest quantity The Rupee e. g. can be 
split up into smaller units of account like eight 
annas, four annas, two annas, and one anna 
bits and even into pice and still further without 
any loss of value and utiUty Money commands all 
other things in exchange in this age of money 
economy in fact, money is King. As one writer 
puts it, “Whoso has six pence is sovereign ( to 
the length of six pence) over all men , commands 
cooks to feed him, philosophers to teach him j 
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kings to mount guard over him — to the length of 
SIX pence 

The machinery of exchange nowa-days com- 
prises four M’s, rrhich constitute its component 
and indispensable parts These are Merchants, 
Means of communication and transport, Markets 
and Money or the Mechanism of exchange. In 
the present work ire ate concered only with last 
one of them vtz , money 


®Quoted by IV.J. IVtston, Economics for Busi 
nessmen. p 152 



CHAPTER II 
MONEY 

Its Nature, Functions and Importance 

Money occupjes a central position m modern 
economic life All bastness transactions, all bor- 
rowings and lendings, all exchange operations 
are effected throogh money, and the prodoc- 
tive activities— trade, indostry, commerce and 
services are based on it. Wbat is this money 
which every body bankers after ? 

It 18 fairly difficult to define money Vari- 
ous writers a«e the term m defferent senses. 
Some use it in a narrow sense while others 
use it in a wide sense In the narrow sense 
It IS used to denote coin^, bank notes and 
currency notes which are generally current in 
a country and are universally accepted in legal 
discharge of debts without any demur or 
hesitation In the wider sense, it comprises 
all media of exchange and circulation which 
are generally current in settlement of transac 
tions and includes besides coins and notes, 
cheques and bank deposits, bills of exchange 
and Handles, promissory notes and stock ex- 
change securities etc. Kinley* has classified all 
•‘Money 
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exchange, as a measure of value, as a store 
of value and as a standard for deferred 
payments Seltgman defines it as “money is 
the one thing that possesses general acceptability^ 
Hohertson uses the term money ‘ to denote 
anything vvhich is nidely accepted in payment 
for goods, or in discharge of other kinds of 
business obligation” Cofe deBnes it as "Money 
IB vshal buys Ihiogs— “purchasing power’® Keynes 
writes “money is that by the delivery of which 
debt contracts and price contracts are discharged 
and in the shape of which general purchasing 
power is held 

Nature of Money 

Money therefore is a means by which 
we exchange our commodities and services 
for those of others, by which we measure 
or compare the values of different things. 

It IS an "option bearer” giving command 
over not one but one of many things and 
"allows the consumer to take bis real 

income at the time and in the manner that 
suits him best It is a certificate that the 
c’aims a man has upon the stock of goods 
will be honoured and anything that is 
acceptable among men as such certificate 

18 money.’’^° It is a definite, a tangible 

pledge that the recipient can get it es- 

®Pr no pies of EconomcB ’Moaej ®Wbat ereiy 

lody to know aboat Moaey ® Treat es oa 

Money j l^uforn Lconomics foi Busaeaa 

mea i iSS 
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changed fot goods and seivices of others when* 
ever and wherever he likes. 

Money is, therefore, general purchasing power. 
It gives a command over all goods and services 
It IS not an end in itself bat a means to an end. 
We-wahTinoney not for the sake of its possession 
bat becaase it is a means to procure all sorts of 
goods and services for production and consump' 
tion Its demand is therefore based on the de* 
mand for goods and services which it can bay 
It IS only a measuring rod, a unit of value and 
account and a measure of intensity of one’s 
desire for a thing It helps ns to save and transfer 
wealth, to store value and to defer our claims to 
the future It is simply an intermediate commo- 
dity which facilitates exchange and enables us 
to compare the values of different things 

Functions of Money 

L 

Piiniar^, Fandamcatal or E3;>eiitial 

(1) I w f 

Medium of Measure^ 


exctaugo ot Talus Store of Ttausfer Staudard ot 

Talus of Talus defaned 
payment. 

“Money’s a matter of functions four, 

A medium, a measure, a standard and a store.’* 


Secondary 
or Denyed 
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The functiQus of money may be classjfied into 
primary and secondary farctions. The primary 
fanctions ate those which it performs in ali stages 
of economic development They are services as 
a mediom of exchange and as a measure of value, 
and the secondary functions depend on the essen- 
tial services, and are the services as a store of value, 
as a transfer of valn^, and as a standard for de- 
ferred payment Besides this money performs 
some contingent functions^ also which are as 
follows 5— ( I ) the distribution of social income 
(2) the equalisation of marginal utilities m expen- 
ditures (3) forming a basts of credit and (4) giving 
a generic form to capital. 

The first essentia] function of money, therefore, 

15 to facilitate exchange by serving as a medium 

or a means of exchange, Money does this because 
of Its general acceptability The values of all 
other commodities are expressed in its the 

inconveniences of barter, namely, lack of double 
coincidence of wants, lack of divisibility and of a 
common standard of comparison have been re 
moved This is one of the fundamental functions 
of money which is true of all stages, but the more 
of the present day complex economic life. It faci- 
litates large scale pioductionand division of labour 
by facilitating the distribution of joint income. Ic 


‘^1 nley 
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helps us to buy and sell commodities and services 
conveniently and readily by acting as the univer* 
sal means of payment m society. 


As all things are exchanged for money it is a 
common denominator of all values, and hence, 
'erves as a common standard of comparison and 
measure of Value as Miell Value b°ing a ratio or 
proportion between the exchangeable commodities 
It can b« accurately measured, e. g. if 5 s-ers of 
rice and 10 seers of wheat can be had for one 
rupee then we can say that 1 seer of rice is equal 
seers of wheat. By its service as a common 
measure of value, money removes a good deal of 
trouble from society. Values of all goods are 
reckoned m money. This function is also true of 
fn Stages and is of greater importance 

m the modern complex society based on an elabo 
rale and sjstematic division of labour and ex* 
coange. 


Money also serves as a store of* value, because 
of relatively greater stability m its value. On 
coun of stability of money, whenever we have 
alwajs proBtableand convent* 
ent to do so in terms of money. The demand for 
ir, Permanent, SO there is no 

10 s in hoarding money. Labour is a perishable 
mmoduy and therefore services cannot be stored 


'BenUm pre'erg to call it a “Iiqaid as«et ’ 
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while commodities ate sobject to destraction and 
to violent flactuations in theif prices. 

Money serves as a Iramferor of value from 
place to place and time to time because of its 
service as astore of value. Whenever we have to 
transfer value from one place to another we do so 
by money and similarly, all lendings and borrow 
ings are effected through it. 

Money serves as a stanrfarcf for dtf&reed 
payments. All contracts which are to be per- 
formed in some future time are expressed in terms 
of money . All long>term contracts or loans >n* 
volve a period of time before they are hguidatedi 
and if the prices of commoduies^tween the inter* 
val of contracting and fulfilment of the contract 
rise or fall the debtor or creditor, as the case may 
be, stands to loss. But as the value of money is 
more stable than that of commodities and all con" 
tracts are expressed in terms of money, there is not 
£0 great injustice or loss involved in contracts 
( especially short period contracts ). It is because ' 
of Its being a store of value that money serves as 
a standard for deferred payments. True it is, that 
absolute stability in the value of money is 
an impossibility, but changes in the value . of 
money are not violent. Money, therefore, 
satisfies the condition that the borrower should 
repay to the lender, so far as possible, 
the same value which he borrowed so that 
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equality may be restored This facilitates 
dealings in “futures * 

Besides these functions, Kinley has 
described foai contingent functions of 
money, winch are true only of the present 
economic stage Money serves as a dtstrt^ 
huior of the joint products ofirdustnes In 
modern factories production is carried on 
with d. combination of land, labour and 
capital. It 18 a joint product of hundreds 
of thousands of men Without money the 
apportionment of the joint product of highly 
specialised industries employing thousands 
of labourers of varying skill and efficiency 
and capital will be impossible Secondly, 
It enatiles a consumer to so distribute his 
income on various objects of consumption 
as to derive an equal marginal utility from 
them and obtain the largest aggregate of 
utilities. It thus enables him to purchase 
goods yielding the largest amount of con- 
suraer’s^surplus 

Money serves as a basis of credit. The 
vast superstructure of credit is raised on 
the basis of adequate reserve as capital in 
the fo^m of money. Banks always keep 
certain amounts in cash as reserves to meet 
their demand obligations and they are not 
allowed to issue notes beyond a certain 
amount without keeping cash reserves 
These reserves inspire the confidence of 
people in the financial stability of the banks 
on account of which their notes and cheques 
circulate freely as the media of exchange 
2 
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Finally, money enables capital to be 
kept m the most liquid form and gives 
a generic value to all forms of capital and 
tveaUh It thus enables a man to command 
goods and services in general To be able 
to perform all these functions the value of 
money must be stable 

Importaocfr of Money 

^ “Money is the pivot aiound which 
economic science clusters * Whether it 
IS art or literature, science or industry, 
the guiding star of tbis age is money In 
these davs of interdependence of man upon 
man when the satisfaction of wants has 
become very indirect and roundabout it is 
very necessary te> have money Every 
aspect of life and prosperity of humanity 
IS bound up with it We live essentially 
by exchange We sell our products for 
money, purchase goods with money, pay to 
others for their services in money and get 
money for our services in return, and borrow 
and lend also through money Internal trade, 
foreign commerce are done with money 
In fact, had it not been for money and its 
uses, man would not have progressed m 
the material civilization as he has done 
The greatest fact in the efficiency of pro- 
duction has been the division of labour, 
which together with its corollary exchange, 
would not have been so elaborate without 
money Money today is the one thing 

Marshal/ Money Credit and Commeroe 
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^fter which everybody h-inkars because of 
its general purchasing power Joint stock 
companies and their promotion, partnership 
businesses, floating of loans by Govern- 
ment, private and public coiporations and 
individuals, the stock exchange with its 
elaborate machinery, and banking and 
credit systems — all these are made possible 
through money Foreign exchanges arising 
through international exchanges and deal 
ing« are effected through money. In fact, 
money plays a very important pan 
in social, political, ecenom c and financial 
life of man 

■y Money is the index of economic pro- 
gress of peoples. It is the epitome of the 
history of civilization As civilization 
advance®, wants of people grow in number 
and variety, and the monetary system 
adjusts Itself to the changed circumstances 
In the beginning stages of economic 
evolution, money IS simple and cheap and 
credit IS but little developed As trade 
develops, industry and commerce increase, 
business becomes comparatively complex 
and expensive, the system of money also 
becomes very costly and expensive When 
incomes are small and prices are low, a 
cheap commodity serves the purpose of 
money, but when incomes increase and 
the country becomes rich, a variety of 
commodities begin to serve as monev 

^Money dispenses with the difficulties of 
barter, namely, lack of double coincidence 
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of wants, lack of divisibility and lack 
of a common measure of value, and this 
facilitates exchange. It enables people to 
specialise by serving as a common medium 
of exchange and measure of value. 

Money increases production of wealth 
in society by promoting division of labour 
and facilitating exchange In the absence 
of a medium of exchange nobody would 
like to specialise in producing a commodity 
or rendering a service. Greater specialisa- 
tion, improvement in trade, commerce and 
industry, production in anticipation of 
future demand and the profitable exploita- 
tion ot the natural resources of a country 
are dependent to a very great extent upon 
the machinery of exchange. Hence, the 
capitalistic system of production based on 
compeiition and private property would not 
have been po^'>lble but for the use of raoneK 

Moiiej gives a mobility to capital and 
lean- to the concentration of capital m the 
hands of those w ho are best able to utilise 
ii Money gives a command over the real 
instruments of production . like buildings,, 
docks, railways, godowns, steamships, plant 
and machinery, raw materials and power 
and fuel. Money gives a command over con- 
sumexs’ goods and it mobilises capital from 
less productive to more productive channels. 
Money helps concentration ot capital ; 
3oint-stock companies and bankers attract 
capital from the investors and utilise it for 
further production of wealth. Through 
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TDoney loai^s can be contracted to be repaid 
nn future. It helps saving of wealth and 
its accumulation and growth of capital 
through the stimulus of rate of interest. 

Money has helped people to be free 
socially and politically by substituting 
freedom of contract and competition for 
custom and status. When rent, wages 
and prices are paid in kind, they are deter- 
mined by custom and status. Labourers 
and cultivators suffer a good deal under 
this arrangement. There is agrestic serf- 
dom % e , the cultivators are actually salves 
of the landlords. There is an arbitrary 
exaction of rents and other charges from 
the cultivators and thev do not feel everv 
much interested in their work But 
when rents are paid in money, they are 
free, and they are sure of getting the fruits 
of their o\Mi labour Commutition of rent 
into money payment has led to tht aboli- 
tion of serfdom in England and in the 
European countries Similarly, payment 
of taxes in money has created political 
freedom When people pay money from 
their pocket, they feel it, and a civic 
consciousness grows in them. They 
become the watchdogs of the public 
money, and thus compel the executive to 
meet their demands through the contol 
of the purse. When wages were paid in 
bind, labouiers were given rotten stuffs, 
but all this social abuse has been removed 
by payment of wages in money. 
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Money removes isolation and makes 
foi national and political solidarity by 
making men interdependent Villagers 
come into contact with townsmen through 
trade and this results m mutual goodwill 
and CO operation 

Money is thus nrportant from many 
points of view, and the economic and 
mateiial progress of people is very inti- 
mately bound up witVi It The develop 
ment of trade and commerce, banking and 
credit insurance, foreign exchange, stock 
exchange operation**, division of labour and 
large scale production, all these are but 
ccmspqueroes of money It is the most 
important of the machinery of the materi- 
al civilisation of man 

Money enables a consumer to generalise 
his purchasing power and to secure the 
largest aggregate satisfaction by a judicious 
distribution of his income on various items 
of consumption It makes possible soe- 
cialised production But its value is 
unstable and sometimes changes so violent- 
ly as to cause great shocks and convulsions 
to the economic institutions and inflict 
injustice and hardships on certain classes 
of society The evils of the modern wage 
and contract systexos and inequalities of 
weilth distribution are also the results of 
money An alternation of boom and 
depression in trade and production is also 
traceable to its use 
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Its Evolution, Qualities of Money Matenal 

Money is a general purchasing power 
and It may consist of anything which is 
generally acceptable and possesses somt 
utility and value Without these qualities 
It cannot serve as a medium of exchange 
and as a measure and store of value We 
have seen in the first chapter that a large 
variety of commodities have been used at 
tanous times as money in different count- 
ries of the world At present we simply 
laugh at them and are surprised to read that 
such and such things were used as money 
Most of these things— corn cattle, skin, 
tea, tobacco, fish, slaves, cowries and be ids 
etc — suffered trorn various defects and 
wert not suitable to serve the purposes of 
an advanced society organised foi speoia 
Used mass production and exchange Either 
they were bulky and hence non-portable 
or were perishable and lacked uniformity 
divisibility and stability Trade and com 
merce were hampered very much by want 
of a universally acceptable and stable com 
modity which could serve as a store of 
value and a standard of deferred payments 
Therefore, with the evolution of national 
governments gold and silver which possess 
all the qualities of a good money material 
were adopted as standards of value in all 
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Civilised countries With the development 
of international commerce, and with a view 
to economiae their use, because they are 
expensive, even these have been substan- 
tially replaced in modern times by paper 
money of various kinds and by instruments 
of credit which play a most vital part in 
settlement of international trade and nay- 
ment of international debts. The monetary 
system of any country is in accordance 
with Its stage of economif development 
and the range of incomes and prices in it. 

The material chosen to serve as a 
medium of exchange must possess certain 
important qualities* without which it cm- 
not efficiently function as a mea‘>UTe of 
value, a store of value and a standard of 
deferred payments. Ftrsily, it must possess 
uiiliiy and value without which nobody 
would Ilk** to have it in exchange for his 
goods or services Secondly, it should be 
generally acceptable If it does not possess 
universal acceptability then it cannot act a"; a 
medium of exchange and nobodv would like 
to have it because he is not sure that others 
will accept It in exchange for their goods 
and services. Thirdly it should have scarcity 
so as to command other things in exchange 
and possess value Fourthly, it should have 
stability in value If its value fluctuates 
violently it cannot serve as store of value 
and as a standard of deferred payments 
Fifthly, it should possess durability or 

^Jevons Mont'y and the Mechanism of Erohanife 
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iruciibiUty to w\\,hstand wear aTid tear 
and to be boarded If it is perishable it 
cannot be able to store value and cannot 
function as a standard of deferred pay- 
ments Sixthly It should possess portability 
or the capacity oj carrying greater value in 
smaller hulk so that it may serve as a trans- 
feror of value and can be conveniently 
carried from place to place Seventhly it 
should possess homegenetiy O’" uniformity in 
qu liiy to facilitate excliange and its pa® 
sableness and to be capable of being 
massed or aggregated trgether without loss 
of utility and \alue after dividing it into 
parts Hence It should have divisibility as 
well f 01 m iking small payments Fighthly, 
It must have cogmsabiliiy i e , it should be 
capibie >f being easily recogni-'ed and 
difficult to be counterfeite 1 else people will 
run the risk of being cheated b> fraudulent 
person® Finally, the commodity cho'ien to 
•^erve as money mu®t have malleahility, 
fusibility and ductility to facilitate its com- 
ing It should be capable of being broken 
to piece® melted and fused together in a 
mas-? without loss of utility or vame 

of the commodities which were 
used in the past as money possessed all 
these essential qualities But all these 
qualities are found only in gold and silver 
and because of this they have been univer 
sally adopted as money throughout the 
world Their sheen and lustre and oon^e 
quent attractiveness and suitability for 
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‘hem universally 
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payments and its legal value is higher 
than its intrinsic value. It is a govern- 
ment monopoly Paper money is further 
classified into representative, fiat and fidu- 
ciary or inconvertible and convertible 
paper money We shall di‘JCU8s all these 
in the chapter on Paper Money. 

Keynes* distinguishes between Money 
of Account and Money Proper and refers 
to the former as that in which debts and 
prices etc are expressed , while money 
Itself as that the delivery of which leads 
to a discharge of debt and price contracts. 
Sometimes it is called real money because 
it passes in exchanges, while the money of 
account refers to bank money which mea- 
sures value* However, the following is the 
most common and popular ckesification of 
money — 

Money 


Metallic 

L 

Standard 

1 

f 

Token 

Paper 

_1 

Repre entative 

CoDvetlible 


Incoovettlblc 

(Certificates of 


or 

Deposit) 

8 a m 

Redeemable 


iitedeetpable 

or 

Flat 


A Treatise on money *Benham refers to it as 
the unit of currency and the unit of account the 
former is legal tender 



CHAPTER IV 
MEFALUC MONEY 

Its Evolution and Coinage etc« 

■Mettallic money at present conbists of 
coins round in shape with milled edges and 
-with a certain effigy impressed upon them 
They may be coins of copper, nickel, silver, 
gold, etc But when gold and silver were 
used as money m the beginning they were 
not of the present form or shape At fir^t 
they were used in the form of ingots, bars 
disks, or spikes , and lumps of them p isssd 
as standard'! of value They had therefore, 
to be weighed, assayed and tested and for 
this purpose people had to c-irry weights 
and measures and touch stones with them 
Gradually there grew up the practice of 
some notable individuals stamping their 
own marks on private ingots which were 
probably of certified weight and fineness 
People known to such person* or h'lving 
confidence in them accepted their fineness 
and simply weighed them when offered in 
exchange* This system of currency hy weight 
was of course very tedious and hampered 
the development of trade and provided an 
opportunity to the fraudulent to deceive 
others Hence, this svstem was gradually 
supplanted by currency hy tale (counting) 
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In course of time certain individuals and 
private firins were licenced by the kings to 
issue coins and therefore they probably 
differed in their fineness These were not 
round in shape Some of them were also 
punched They were stamped on one side 
only They rendered weighing unnecessary 
and passed by mere counting To that 
extent they simplified the system of cur- 
rency This was the beginning of coinage 
But the dishonest goldsmiths and others 
practised their nefarious activities of tam- 
pering with the fixed fineness and weight 
of the coins by clipping t e, cutting small 
portions from the edges ol the coins , by 
8t/;eaiing t e , reducing their weight through 
corro'sive chemical , and through abraston i e 
putting coins in a bag and removing small 
particles bj shaking them voilentb Gra- 
dually then the goverment'' or states in 
order to control this undesirable tampering 
with the coins and to give the much needed 
uniformity in their "hape, weight and fine- 
ness began to practice coming on their 
own acccuiit. Coming now became a 
government monopoly and the weight and 
fineness of the metal in the coins began to 
be certified by the stamps or effigies impres- 
sed upon them by the currency authority. 
Coins now began lo be flat and round in 
shape, and were stamped on both sides , 
but the goldsmiths could still debase the 
coins by abrasion and therefore the next 
stage in the evolution of coinage was the 
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introduction of the practice of milling the 
coins, so thil any tampering 
with their standard weight and fineness 
could be easily detected Hence, we find 
today coins round in shape, milled at edges 
and stamped and ornamented on both sides 

Coinage 

ard^emnt^^ metal wnose stand 
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certified camped and 
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mint "ptice of gold If the people were 
not prepared to wait for the turning of their 
bullion into com and demanded sovereigns 
at once from the Bank of England they 
received only £ 3. 17o 9d. The difference 
of l^d. par ounce of gold was charged 
by way of interest and not for the cost of 
coining. Therefore, the pre-war coinage 
of England was free in both senses — ^'ree 
accessibility of the mint and free cbnver- 
tibility of gold into sovereigns In other 
words it was both free and gratuitous 
Free coinage however, may be with or 
without gratuitous coinage 

Restricted of Limited coinage exists where 
the coining is done only on Government 
initiative and no individual is athbirty 
to carry bullion to the mint and get it con- 
verted into coins. Coinage unler this 
system is a Government monopoly and free 
access to the mint is denied to the public 
The Government makes a very heavy 
charge for coining in thfs case In India 
tVie coinage of the rupee has been restricted 
ever since 1893 

Object! of Coinage 

The chief object of a souna system of 
coinage is to secure uniformity and easy 
cogmzability of the coins Uniformity in 
size, shape, weight and fineness makes it 
convenient lor the com to pass current by 
mere telling or counting. Another object 
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poor and tlie ignorant particularly are 
exposed to the danger of light and spurious 
counterfeit coins Competition in this 
case would be most unscrupulous 

Certain Terms re . Cottage and Coins etc 

The conversion of bullion into com may 
be done for a chaige or gratis Any charge 
for much conversion is called Mintage If 
the charge is just equal to the actual cost 
of coinage, it is called Brassage It the 
charge made by the mint is in excess of 
the actual cost of coinage, it is called 
Seigniorage However, the term Seignio- 
rage IS used very lossely and means simply 
a profit on coinage Both brassage and 
seigniorage take usually the form of a 
deduction from the quantity of the standard 
metal for minting, in the former case, the 
deduction is equal to the real cost of 
coinage, while in the latter ease it is more. 
It IS an addition to the actual cost of 
coinage, it is a net gain or profit on coinage 
accruing to the Government Therefore 
seigniorage is sometimes defined as the 
charge made by Government in receiving 
bullion at its market value, and deducting 
a certain amount before or ofter coinage, 
ihe difference behveen the bullion and the mint 
value of the com Thus, seigniorage is used 
in three senses (a) brassage, where it is a 
fee , [h) an additional charge, where it is a 
tax , and (c) gain ox profit arising from 
converting bullion of a low market valop 
3 
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in coins of_ higher face value. In all these 
senses it involves a discrepancy between 
the value of the com and that of its bullion 
The Indian Rupee before 23rd December 
1940, for example was worth lOd. as 
bullion but 18d. as a coin. So there was a 
seigniorage of 8d. per rupee on it. Hemedy of 
the mint, Tolerance Or Deviation means slight 
variation permitted by law from the exact 
standard weight or fineness of the new 
coins. Debasement means an authorised 
reduction or diminution in the weight of 
the pure metal in a com or a change of the 
metal by lowering the standard or fineness 
metal in the com. It also refers to the 

Weir® “ tender at a higher rate than 
hv was practised very frequently 

rL.?, *“ past t) secure 
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tewL mn example, 

71/ $%^®° standard silver and is 

at/cmdirv°to ti" ^ '"°''ds It contains 

Srams of (1 On'nage Act 165 

Tf W?H. ' ? s 15 grams of alloy. 

If without change of the statutes the pure 

edfrom "“Pro'll i-edee- 

of e W grams and the amount 

?L increased from 15 to 35 grams, 

then there will be debasement of the^rupee 


nSrt 1949 the finone-s of lh> 


h Z u the finene^is of the 

htupeo has been reduced to 4 i. e. jt is now \ Quo 
bilver and } alloy. ’ * 2 D''" 
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ijO that extent Debasement therefore 
means difference bet«reen the standard 
value of the metal fixed by law in a com 
and the actual value of the metal contained 
an it 

Legal tender means the offer or tender of 
money in payment of a debt which the 
creditor IS compelled by law to accept in 
final discharge of an obligation. It is of 
two kinds limited and unlimited Under 
limited legal tender the creditor can be obliged 
to accept the tender of certain forms of 
money only upio a limited extent, whereas 
jn the latter case he can be compelled to 
accept the money enjoying this attribute 
to an unlimited extent in full and final 
discharge of the indebtedness of the debtor 
“to him, either in the present or future 
The declaration b> the State that such 
and such thing shall be legal tender within 
the country prevents uncertainty of con- 
tracts and protects ignorant and weak 
xjreditors from being imposed on with 
spurious money The Bupee and Eight 
annas hits are unlimited legal tender in 
India while the ‘^mailer coins are legal 
only upto Re 1 In England in the prewar 
days the sovereign was unlimited legal 
tender and the shillings were and are even 
today limited legal tender upto 40 s only 
This legal tender characteristic is not 
enjoyed by coins only Currency and Bank 
motes are also made unlimited legal tende 
=as in India (Correnoy and a. 
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ISotes) and in England (Treasury Notes 
of £ 1 and 10 s and Bank of England 
Notes) 

Standard Vi. Token Coins 

Standard Coin is that stamped and certi- 
fied piece of metal which is adopted as a 
standard of value and to which the values 
of all other subsidiary coins and tokens 
are adjusted. A full-blooded standard coin 
has three characteristics viz free coinage ; 
unlimited legal tender ; and the same value 
as bullion or as coin, ^its intrinsic value or 
value as metal and its face value or value 
AS coin IS the same), sovereigns and half so- 
vereigns for example, inEngland befoie 1925 
ind the American Dollar. The sovereign 
weighed 123 274 grains and was H/l2 fine 
so It contained 113.0016 grains of fine gold. 
In most countries it is a gold com. A 
Tolen com, on the other hand, is a subsi- 
diary com whose coinage is limited or 
restricted, which IS a limited legal tender 
and whose face value is much higher than 
its intrinsic value. It is usually made of 
baser metal, is intended for making small 
payments only and its supply is a govern- 
ment monopoly e//., the shillings and 
pennies in England and the four annas, 
two annas and one anna bits in our country. 
The Rupee in our country is unique in this 
respect. It is a Standard-Token coin ; 
hybrid coin. It is in fact a token com, 
on “inconvertible note printed on silver.” 
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But it has been made by la\v unlimited 
legal tender, and hence, a standard com 
although it has two features of token com 
in It VIZ, restiicted coinage and higher 
face value than its metallic content war 
rants Its face value is 18 d but intrinsic 
value before 23rd December 1940 was only 
about 10 d 

Standard money need not be coined 
Under the Gold Exchange Standard in Indm 
sovereigns and half sovereigns were stan 
dird money but they were not coined here 
Similarly under the Gold bullion Standard 
gold 18 standard money but it is not coined 
At present the Pound Sterling is the stand 
ard money m England since September 
21, 1931 



CHAPTER V 


PAPER MONEY 

As pointed out previously money ma\ 
consist of coins or notes and other media 
of circulation In every country today 
paper or note currency forms a very im 
portant part of the monetary system, and 
•with the development of ns economic life, 
the status and the importance of paper 
money has increased Paper money has 
been in vogue from very early times 
Piobably the credit of developing paper 
mone\ goes to China where it ivas in use 
in the 9th century “ Modern communities 
introduced convertible paper money on a 
large scale in the latter part of the 17th 
century and by the 18th century inconver 
tible paper money began to come into use 
in Countries •which had been habituated to 
the use of convertible paper and posses'^ed 
strong governments’ It displaces metallic 
money to the great advantage of the 
country using it Not only it is cheap, 
hut it also saves the loss through wear and 
tear of metallic money It is also very 
convenient for making laige payments and 
Its use secures economy in making all pay- 

*Kinley 

'F W Tausstg Principles of Economics p 3Uo 
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ments within the country at distant places 
It IS the best; money under ideal conditions 
and the worst in their absence 

Paper mone> has been classified into 
there kinds —(a) Representative (b) con 
vertible or Redeemable Fiduciary and (c) 
inconvertible or irredeemable or fiat 
Bepresentaiive paper money is one which 
represents gold and silver bullion or coins 
and brings about an economy in their use 
There is an equivalent deposit of gold and 
silver with the issuing bank or Treasury 
for every note issued It is in fact a 
certificate of deposit and represents so 
much gold and silver deposited with the 
currency authority, e ^,the certificates of 
gold and silver deposits in U S A where a 
deposit dollar for dollar is kept with the 
Treasury as a secunt> against the issue 
They are as good as the coins or bullion so 
far stability is concerned and simply 
represent them in circulation They are 
therefore the safest form of paper money 
and are more convenient to handle than 
specie There is no danger of their over- 
issue in as much as there must be a corres- 
ponding metallic reserve to warrant their 
conveision into legal tender mone> They 
are not legal tender but public dues like 
taxes and customs are paid in their terras 
The Hilton Young Commission had also 
recommended the issue of gold certificates 
bj the Government of India, but the 
recommendation has not been given 
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fo tjie Government Sucn paper money is 
very rare 

Gonof'Hible paper money consists of curren 
cy or bank notes which are converted into 
standard coins on demand at any office of 
issue or treasury eg^ the currency notes 
in India , the Reserve Bank Notes or the 
Bank of England notes before the War 
They are full legal tender for all debts 
The quantity of specie kept in reserve 
to maintain their convertibility is usually 
much smaller than the face value of the 
notes issued because in normal times very 
few note-holders present their notes for 
conversion at the same time The portion 
of note issue not covered by metallic 
reserve is secured by inve«tments in Govern 
ment securities and is technically termed 
the fiduciary or invested portion Such 
notes supplement the coins and expand 
the currency , they are not primarily meant 
to supplant or replace metallic money 

Inconvertible^ paper virney consists of such 
notes as are not capable of being converted 
into coins orspecie They contain apparent 
promises to pay in specie but; these promi-^es 
are not intended to be redeemed They 
circulate on account of the prestige ot the 
Government and the confidence of the public 
in the stability of the •state or by mere 
force of law If it is incorvertible from 

^ Conventional paper money represents nothing 
and confers a claim to nothing Gtde. 
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•the time of issue, it is called fiat paper 
money because its acceptance and value 
depend upon the firman or order of the 
Government The classical examples of 
such notes are the French ‘assignats issued 
during the French Revolutionary wars and 
the ‘greenbacks of America issued during 
the Cn il War of 1861 1865 After the 
Great War of 1914 18 the paper currencies 
of all the "European countries and notably 
of Germany, Austria and Russia were 
inconvertible The 2i and 1 Rupee notes 
of the Government of India issued during 
the Great War were fiat papers The 
present 1 Rupee notes are also of the same 
brand Paper money strictly speaking 
refers to this inconvertible type which is 
ordinarily issued when the Governments 
are very hard piessed for money in times 
of war or national emergencies It is 
generally made legal tender for all private 
and public debts It is in the nature of 
a forced loan from the people without any 
interest charge or a tax without their 
consent Therefore it is very unpopular 
and when the Government stock is low 
It is at a heavy discount in the market 
The 2| and 1 Rupee notes were reported 
to be at a discount of 15 to 19 percent in 
some places in 1918 

Advantage* of Paper Money 

1 It is very convenient to handle 

2 It IS very cheap as it “costs 
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tnfie” To manufacture it onlj^ 
some paper, ink, and a printing press 
etc are required 

3 It economises the use of precioiis 

metals or gold and silver coins to 
the extent that it replaces metallic 
money Tb6 metallic money thus 
released may be invested in deve 
lopment of industries and trade or 
utilised in arts and thus become a 
source of an income 

4 It saves the loss arising out of wear 

and tear of coma when they are in 
circulation 

5 It IS cheaper and more convenient to 
remit money through paper than 
metallic money It can be made 
of any denomination and is much 
less risky and cumbersome to carry 
than coins A bag of thousand 
rupees, for example, carried over 
shoulders will excite the jealousy 
of undesirable pardons p.nd imperil 
the life of the person carrying it, 
but a thousand rupee note can 
be very easily kept in the pocket^ 
and no body can even guess that 
the man carrying it possesses a 
large amount of money The cost 
of remitting a heavy sum by M 0 
shall be very large but thousands 
of rupees can be sent in an insured 
cover at a nominal charge in form 
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of currency or bank notes Large 
payments can bo made more con- 
veniently and cheaply through it 

6 It relieves the labour and capital 
employed in production of gold and 
silver for coining purposes to be 
utilized in the production of other 
goods and more necessary articles 
of consumption if all countries adopt 
paper money 

7 It makes the currency system very 
elastic because whenever there is 
an increased demand for money, 
it can he easily, cheaply and quickly 
manufactured to meet a monetary 
stringency. 

8 Thexe is a great fiscal advantage to 
the government in that the issue of 
paper money amounts to an indirect 
form of taxation It is taxing the 
public behind Us back without the 
knowledge that it is being taxed, 
and therefore, it comes v^ry handy 
to a government in times of need 
It saves a good deal of interest to 
the government which otherwise 
It would have to pay on loans 
borrowed for payments to its ofBcers, 
servants and contractors In diffi- 
cult times when the money market 
cannot be tapped profitably for loans, 
the Government issue inconvertible 
notes which amount to loans 

out any interest charge 
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Disadvantages 

But at the same time the use of paper 
money is fraught with dangers on account 
of Its value being precarious and uncertain, 
wholly dependent as it is on the sweet 
will of the government issuing it or on 
the security of the assets of the issuing 
"bank Its value is simply legal and custo- 
mary and the holders of it lose all on 
their repudiation or cancellation by the 
Government of the day Unlike the Rupee 
coins, for example, the one rupee note has 
no intrinsic value It has a restricted area 
of cirouKtion and cannot serve as an 
international money It is also subject to 
destruction by water, fire, oil etc The 
supplj of paper money can be increased 
at the caprice of the government and the 
latter may isssue it in increasing quantities 
even though greater supplies may not be 
required by the community The result 
IS that the currency deprec ates, prices 
anflate, and an element of uncertainty is 
introduced in business This encoursges 
speculation of the worst type The business 
community is demoralised and a desire 
to get rich quickly is stimulated among 
businessmen The increase in the quantity 
of money in circulation and the consequent 
rise in prices encourage imports and dis- 
counge exports The excess of imports 
over exports is paid for by the export of 
metallic money and thus, the metallic 
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backing or cover to ihe notes is further 
diminished Finally, there is a duplica- 
tion of prices Prices are stated m paper 
and in gold or specie and the two quotations 
differ from each other by the depreciation 
in the value of the notes The chief dis 
advantages of papermoney may be suniniari‘'ed 
as under — 

1 Its value 13 very uncertain and sub- 
ject to violent fluctuations because varia- 
tions in it'5 supply are dependent on the 
issuing authority. 

% Its circulation la confined to the four 
corners of the country issuing it and 
outside its boundary it is worth nothing, 
not even the paper on which it is punted 
It IS essentially national money 

3 It IS not durable and is a fraud on 
society It IS artificial money and has a 
conventional value 

4 If It IS oiled or dusted, its value as 
money is ml 

5 There is a danger of over-issue with 
all the held effects of an inflation of 
currency which are inflicted on the public. 
This IS the most serious defect in paper 
money which is still more aggra\ated if 
It is inconvertible Experience has shown 
that Government note issue is more liable 
to excessive issue than Bank issue 

Effects of the msu« of xrredeemahle paper 
money “When a country using metallic 
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money begins to issue paper money, the 
first consequence is that the specie is driven 
out of circulation The metallic money goes 
to the government for payment of taxes, 
Ndt it IS used in aits, because its price is 
lowered and hence the demand i» increased, 
or it IS hoarded by the people oi exported 
in payment of foreign claims If there 
IS no increase in demand for the medium 
of exchange in a conntiy, the metallic 
money -will disappear as fast as ptvper 
money is issued But if the demand in- 
creases the metallic money may circulate 
side by side with paper money If however, 
issue of paper money goes on in reasing, 
it may be able to perform exchanges by 
itself, the metallic money will be driven 
out of circulation Upto this time no 
positive harm may be done Positive harm 
anses from over issue t e if it is issued 
in larger quantities than the specie it 
displaces After this its further issue 
will swell the volume of the home currency 
and bring about a rise in prices ” 

“The first sign of excessive is ue of 
paper money t ^ , an issue greater in volume 
than the metallic money who«e place it 
has taken, is a Premium on gold Even 
when the excessive i^^sue of papei money 
has been made some pay ments must be 
made in gold Payments lo foreign credi- 
tors will be made in gold Gold must be 
made available in bullion if it is not in 
circulation It will be purchased with 
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paper and some premium will have to be 
paid for It This premium will show itself 
in the rise of the exchange rate When 
the paper has depreciated the importer in 
the home country has to pay more for 
the foreign bills of exchange than when 
the paper is at par Such a state is bad 
for the foreign trade of the country in 
which paper money is depreciated The 
foreign exnorter will demand a more 
favourable exchange in order to offset the 
premium The burden of the premium on' 
gold diminishes the profits of the export trade 
if the country has to make large foreign 
payments ’ 

“Prices are quoted in paper and not in 
gold when the former has driven the latter 
out of circulation Prices rise with every 
fall in the value of money ” This leads 
to a boom m production and trade, high 
profits, speculation and loss to the labourers, 
consumers, creditors and people with fixed 
incomes “When the excess of paper money 
over the specie displaced is small, prices 
may remain as under the specie regime, 
for custom may not allow them to change 
Then though the foreign exchange may 
rise, the prices in general remain station- 
-ary But the appearance of a premium on 
gold shows that price is to rise and the 
paper money is depreciating 

Prices under a depreciating paper regime 
Tise faster than is warranted by the in- 
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ciea&e in the quantity of paper monej 
issued Paper money derives its value 
solely fnm its demand for exchange pur 
poses Its value, theiefore, depends upon 
the confidence that people will accept it 
That confidence grows less as the quantity 
increases and after a certain point many 
people may refuse to accept it, and its 
value may fal! much more than the pro- 
portion warranted by the increase in its 
quantity ” 

To sum up The chief effects of over- 
issue of inconvertible paper money are — 

(i) Disappearance of specie through the- 
channels of international trade in propoi- 
tion to the issue of paper money 

(ii) Premium on gold 

(ill) Rise in the rate of exchange 

liv) Rise in Prices 

(v) Depreciation of paper money 

(vi) Two different sets of prices 

(vii) Dislocation of foreign trade. 

(Mil) Inflationary boom in trade and pro- 
duction, high pro&s, speculation, high in- 
terests and loss to creditors, wage earners,, 
consumers and people with fixed incomes 



CHAPTEE VI 


PRINCIPLES AND METHODS 
OF NOTE ISSUE 

Goveroment vt Bank Note Issue 

Notes may be i-^sued either by the 
government of a countrv or by banks In 
the intere'^ts of centralisation of reserves, 
mobility, elasticity, economy, convertibility 
and uniformity, it is essential that there 
should be only one central authority en- 
trusted with the business of note issue 
In a Multiple Note Issue in which various 
banks have a right to issue notes, there 
IS a good deal of lompetition among the 
issuing banks and it becomes difficult to 
maintain universal convertibility Such 
notes circulate only within a hinted circle 
of issue among the customeis of the banks 
and create difficulties m exchanges,^ There, 
fore the note issue is either State 
monopoly or the monopoly of the Central 
Bank of the country co ordinating ana 
contiolhng both currency and credit supply. 
Since 1922 in all important countries the 
work has been entrusted to Central Banks 
but in some countries treasury or currency 
notes also circulate side by side The note 
issue before 1861 in India was the monopolj 
of the three Presidency Banks of Bengal, 
4 
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Bombay and Madra® In 1861 it became 
a government monopoly when there was no 
elasticity in its issue and to lemove it 
the Imperial Bank of India was authorised 
to issue emergency currency during the busy 
season to the extent of Rs 12 crores on the 
security of genuine trade bills Since 1935 
the Reserve Bank of India has now the sole 
right of note issue and the old currency 
notes which are still legal tendei have been 
fused with the Bank Notes Similirlyin 
Lngland at present the Bank of England 
notes and Treasury Notes of £L and 10s 
circulate side by side both being fused 
together and controlled by the Bank now 
Those who advocate the issue of notes 
by banks regard it as the ordinary business 
of the Central Bank, and argue that there 
IS no danger ot issuing paper money in 
excess of the demand for it, if the notes 
are convertible 1 he maintenance of con 
vertibility, and the practice of the principle 
of sound banking, it is argued, wi’l deter 
the bank from overissuing the paper 
money Ir other words, the chances of 
inflation and depreciation of currency can 
be minimised Moreover the currency of 
a country should be elastic te, it should 
be capable of increasing it there is an 
increased demand for it, and of decrea«ing 
when there is a reduction in its demand 
This capacity ot expansion and contiactioii 
of money in respon'^e to brisk and slump 
trade can be regulated more efficiently by 
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an agency which controls both currency 
and credit That suitable agency is the 
Central Bank of the country Metallic 
money does not possess elasticity although 
It possesses mobility whereas convertible 
paper money possesses the quality of 
elasticity The so called elasticity of money 
means only a change in its distribution 
without a change in its volume, whereas 
paper money implies a larger or smaller 
supply of It in various places without 
curtailing the supply at any other pi ice 
In busy season v e , during summer in India, 
the seasonal demand of agricultural com- 
jniimties for raoie money must be met by 
an increased supply of money and as 
cheques or bank money are not accessible 
to them, the issue of convertible notes be- 
comes a necessity. 

The Central Bank being a Bankers’ 
Bank, providing re-discounting facilities to 
a number of banks, and controlling the 
Government Balances, currency and credit, 
1=. m a much better position to judge the 
requirements of the business community 
for money Moreover, politicians have never 
made good bankers and have alway'< made 
confusion worse confounded. 

The advocates of the government note 
i^^sue ‘say that the grant of the right of 
note-i<5Sue to a private share holders’ bank 
confers on it a special advantage in com- 
petition with other banks It is very unfair 
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Moreover, the right of note issue carries- 
with it large profits which in equity should 
belong to the public, and should not be 
monopolized by the private firms This,, 
however, can he provided by transferring 
all profits of the Central Bank, after 
payment of a fixed dividend to the share 
holders, to the general revenues of the 
government as it 's in case of the Bank of 
England and the Reserve Bank of India» 
Further it is pointed out, that when notes 
are issued by a government, the entire 
assets of a nation as a whole are pledged 
to maintain their convertibility, whereas 
if they are issued by a Central Bank 
owned by shareholders, the security for 
their convertibility is much less This also 
IS provided for by placing the government 
balances at the disposal of the Bank A 
government note issue moreover carries 
with It a greater sanction than that issued 
by a bank However, the experience of 
everj country practically shows that the 
governments can not be relied upon to 
maintain the convertibility of note-issue. 
They are influenced by their own financial 
need3 and political considerations There 
IS always a danger of over-issue present 
more in case of government note-issue than 
in that of a bank There is nothing to 
prevent a government from resorting to 
it , and specially in bad times it is a very 
cheap and easy device to tide over the 
financial difficulties by an over-issue of 
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notes The society therefore has to suffer 
very bad consequences of over-issue of 
money "Not only this, the government 
machinery is very slow to move on account 
of red tape and therefore the elasticity of 
cui rency which IS very desirable for stabi- 
lity in prices and incomes is very difficult 
to be attained The experience of govern- 
ment note-issue in India bears ample testi- 
mony to this fact. In India, there has 
always been a monetary stringency during 
the busy season te, the supply of money 
has always run short of the demand for 
It to finance trade, industry and agriculture, 
and the bank rate has risen upto 6 or 9 
per cent Finally, a government note-issue 
IS subject to non-economic disturbances like 
party politics, military expeditions and 
budgetary deficits Hence, Note Issue should 
be entrusted to a Central Bank 

Currency vs Banking Principle of Note 
Issue — There have been two principles of 
note issue advocated namely the Currency 
or Safety principle and the Banking or Elasti- 
city principle The advocates of the first 
lay emphasis on security and freedom from 
dangers of over-issue and hold that all 
notes issued must be backed by a rupee for 
rupee metallic reserve and that with the 
diminution of the reserves, the note cir- 
culation should be reduced correspondingly. 
If a Bank has full liberty to issue notes 
there is a danger of over-issue and inflation 
ofpriceswith very undesirable consequp • 
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In other words, the expansion of note issue 
iccording to these theorists should not 
depend on the expansion of business and 
tiade but on the expansion of gold and 
silver mines This principle sacrifices 
elasticity at the altar ot security and hence 
It hampers the advance of trade, commerce- 
and industry The advocates of the bank- 
ing principle, on the other hand, regard 
elasticity as of greater importance and 
hold that the bank should have unfettered 
discretion and complete liberty to issue 
notes without limit and without a full 
reserve in metallic money and bullion,, 
provided sound banking principles are ob- 
served and the notes are convertible on 
demand into specie Then there shall be 
no over-issue and inflation of prices This- 
system satisfies the requirement of elasti- 
city according to which notes should expand 
and contract in circulation in response 
to changes in demand for money by the 
bu8ine‘is community Thus the banking 
principle secures elasticity but it is not 
so secure and safe on account of the weak- 
ness of the metallic reserves Under these 
circumstances, there is a possibility of the 
Bank crossing the bounds of prudence and 
proper judgment and thus causing an over 
i<!sue and inflation of prices culminating 
in a crisis The right or sound principle 
of note issue is, therefore, one which combi- 
nes both security and elasticity and this 
can be easily and safely done by modifying 
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the Bantiri" principle and regulating the 
note issue hy law The Bank of EngKntl 
Charter Act of 1844 followed the currency 
principle of Note Issue in which the Fidu- 
ciary cr uncovered issue was fixed “it 
£14 m It was a secure but inelastic system 
the defects of which were removed by 
developing the cheque "^vstem The regu- 
lation of the Central Bank Note is?ue may 
be done by prescribing the maximum 
amount of note's, or by the minimum amount 
of reser\e to be kept in gold coins and 
bullion 


Methods of Regulating Note U«u® 

A sound system of note currency should 
satisfy the following fundamental pnno 
pies — 

(a) Economy —It must be economical 
otherwise it will defeat the very object of 
its issue VIZ Economy of gold and silver 
(fe) ElasUciiy —It must be capable of 
expansion and contraction according to the 
needs of the busine'ss community to tide 
over a monetary or financial stringency 
and to maintain stability of prices A 
rigid system of note issue is not able tc 
do so 

(c) Security against over-issue —The pro- 
vision of elasticity, however, does i*ot mean 
that the note currency should be issued to 
an unlimited extent As has already been 
pointed out earlier in this chapter, the 
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greatest drawback of paper money is its 
liability to an o\er-issue An inflation of 
currency and the consequent depreciation 
in the value of money leads to a great 
disturbance in the production and distribu- 
tion of wealth and changes in prices affect 
the different classes of society in various 
ways Hence, to secure justice and equity 
in the relations of debtors and creditors 
and to maintain stability of prices, adequate 
safeguards should be provided against the 
danger of over issue 

id) Converhlthiy —Finally, the ideal 
method of note issue should aim at the 
convertibility of the notes To inspire 
confidence adequate reserves should be kept 
•by the issuing authority to [redeem the 
notes on demand 

The issue of notes by the Central Sinks 
with the sanction and authority of the 
State and under strict regulations satisfy 
all these desiderata of an ideal system of 
note issue Security against over issue 
and convertibility are achieved, broadly 
speaking, in two-ways 

either by (o) regulating the reserves or 
“the ratio system” 

(i) or by regulating the quantity of the 
notes issued by laying down the maximum 
On the other hand, the elasticity is 
secured by authorising the Banks to issue 
emergency currency against security of 
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genuine commercial paper, by permit+ing 
‘open market operations’ and by requiring 
them to provide rediscounting facilities to 
the commercial banks and other credit 
agencies on the fulfilment of certain condi 
tions. 

The regulation of the Reserve^ is done in 
the following Wdj s : — 

(a) Mintmum Reserve Method i e — by 
prescribing the minimum below which the 
Reserve should never fall irrespective of the 
notes issued It secures elasticity, safety 
and economy of gold which through invest- 
ments may bring revenue 

(i) Simple Deposit Method — Under this 
method i deposit of gold and silver is kept 
equivalent to the amount of the notes 
issued It lacks economy and is very rigid 
although it possesses security against over- 
issue and convertibility It refers to the 
representative paper monev and by making 
the currency wholly dependent on the 
gold and silver mines causes inelasticity 
of currency. 

(c) Partial Deposit Method — In this case 
only a partial deposit against the notes 
issued IS kept in gold and silver which is 
called the covered issue and the remainder 
IS called Fiduciary or uncovered note issue 
It IS an improvement on the former method 
so far as economy it» concerned but their 
IS no adequate safeguard against over-issue 
and provision for convertibility is meagre 
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This system has been practised in Eng. 
land and is called the jf'xxed Fiduciary Issue 
orBeserve system The Charter Act 1844 fixed 
the Fiduciary note issue based on the Filed 
Fiduciary Reserve of securities at £ 14 m. 
but the amount was gradually raised to- 
£ 19,750,000 before 1928 All notes issued 
beyond this limit were to be covered by 
cent per cent metallic reserve or gold. The 
Currency and bank Notes Act of 1928 raised 
this fiduciary limit to £260 m. normally and 
also the Fiduoixry Reserve ; and authorised 
the Bank to vary this limit, with the pre- 
vious consent of the Government, subject 
to the subsequent approval of the Parlia- 
ment Between 1931-33 this limit stood at 
£ 275 m. All notes in excess of £260 m. 
must be backed pound for pound by gold. 
This system also prevails in Norway and 
Japan, 

The system is wry rigid and renders the 
note issue inelastic, and if the fiduciary limit 
is fixed low, it locJcs up a large amount of gold 
in a gold standard country vnihout gold ccins 
in circulation. The defects of the system can 
be removed by fixing the fiduciarv limit at 
a high figure and by leaving the Bank un- 
fettered to control its reserves. The system 
IS also uneconomical for it renders the expan- 
sion of currency dependent on the produc- 
tion cf precious metals and not on the re- 
quirements of trade. It is however, safe 
and secure and is an example of th® applica- 
tion of currency principle of Note-issue. 
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(d) Proportional Beseive or Percentage 
Method —This is an example of the applica- 
tion of the Banking principle of note issue 
and IS most in vogue at present. It means 
that the ratio of gold to notes issued must 
not fall below a certain precentage say 
40% Under this system a fixed proportion 
of the note issue is covered by a deposit of 
gold and silver bullion and coins and the 
remainder is covered by a deposit of, or 
investment in, gilt edged securities, or stock” 
exchange securities which aie stable in 
prices and can be easily and readily 
converted into legal tender money. It 
secures economy ^ elasticity and security against 
ovei-issue Thi-^ is the system adopted by 
the Reserve Bank of India and by the Fed- 
eral Reserve Banks of TJ S.A and Central 
Banks of Germany, Ru«sia and France etc. 
In U S A , Germany and India, a Reserve 
of 40% IS kept whereas in France it is 35% 
and in Russia 25%. It is an improvement 
upon the fixed faduciary method in which 
every increase beyoi d the fiduciary limit 
should he covered by a deposit of gold and 
silver bullion and coins and the limit can- 
not be increased w'lthout the previous 'sanc- 
tion of the Parhraent or Legislature. Such 
a course is liable to cause delay on account 
of red-tapism in an emergency. The cui- 
rency can he automatically expanded or contract 
ed by purchase or sale of the gilt edged securities 
without the previous sanction of the Government. 
The Bank is in a better position than the 
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Government to gauge the conditions of the 
money market and act accordingly Hence, 
the note issue under this system is very 
elastic, an increase of 40 m in the reserves 
makes possib e an inotease of 100 m in 
note-issue wnereas a decrease will have a 
reverse effect Mr iCeynes is veiy much 
agi nst this ‘most fashionable system an! 
condemns it as most defective It is extra 
■vagani in locking up gold and does not exempt 
even the irreducible minimum It leads to 
a disproportionate increase in circulation on 
account of an influx of gold and in times of 
emergencies when gold reserve is falling it causes 
a dangerously disproportionate and drastic con~ 
traciion of money The reserve under this 
system is not able to secure ultimate converti 
Inlity for which it is meant becrtuse it mu^t 
fall below the leg»l minimum Only the 
reserve in excess of this minimum can be 
utilised Hence the reserve must b*" kept 
in large amounts This is a waste 

With a view to introduce further eco 
nomy and to keep only a minimum of gold 
an the reseives tins percentage method is 
somewhat modified A. part of the legal 
percentage of the reserve is not kept in 
gold but in bills or cash at some foreign 
bank in whose country gold standard pre- 
vails For example, in India of the |ths 
-or 4^ of the total assets of the Issue De- 
partment of the Reserve Bank of India 
which IS to consist of gold coin, gold bullion 
•or sterling securities, the gold coin and 
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bullion must not be less than 40 crores of 
Rupees The balance consists of sterling 
securities 

Besides these the other methods are the 
Bond Deposit method in which the prices 
of bonds play a decisive part in the elasti- 
city of the currency the Safety Fund De 
posit method and the method in which the 
assets of the issuing Bank are pledged as 
security against the notes 

As regards the regulation of note Issue 
through its quantity there is the Fixed Maxi- 
mum method which was followed by France 
upto 1928 It was recommended by the Mac- 
Millan Committee of 1931 for England 
Under this method law regulates the quan- 
tity of notes issued by prescribing the 
maximum amount irrespective of the re- 
serves The maximum is usually kept 
higher than the expected normal circulation 
of notes and is subject to change for meet 
ing the increased demands of trade It 
leaves the Bank in free and unfettered 
control of its reserves which are available 
in their entirety for use in times of need 
It is a safeguard against excessive note 
issue and inflation but it suffers from in- 
elasticity by ignoring the well known 
principle that money should expand accor- 
ding to the needs of business It lays down 
the maximum amount beyond which the 
issue can not increase without a change 
in law whatever the requirements of trade 
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may be. This is perhaps the best system 
to regulate by law the volume ojf note issue. 

The ideal method of regulating not^ issue 
is to leave the Central Bank unfettered 
to adjust the note issue and credit to 
the changing conditions of trade and to 
utilise its reserve for the purpose so that 
stability of prices may be secured ; but 
to guard against the dangers of ovet'.’issue 
and secure eonvertipility, it should be 
required by law to maintain a minimum 
of gold reserve ; and a fixed maximum 
amount of notes should be prescribed by 
law which should change from tune to 
itime in response to trade and business needs. 



CHAPTER VII 
CIRCULATION OF MONEY 
Gresham's Law 

Principle of circulatton — Anything can 
■circulate as money either because of per- 
sistence of social habit or custom , or the 
confidence of the public in the financial 
stability ol the issuer, or because the 
receiver believes that others will accept 
It in turn from him in settlement and 
discharge of their claims , or because there 
IS the guarantee or sanction of the govern- 
ment behind it, or finally because there 
IS an agreement among groups of indivi- 
duals to accept a certain article of general 
consumption in settlement of obligations 
Oresfiam's Law Different portions of a 
generally acceptable thing raa> have diffe- 
rent degrees of acceptability If coins are 
worn out by constant use and get reduced 
in V, eight, or they are debased, and ciiculate 
side by side with newer and full weight 
coins, there comes into operation a law which 
IS named after Sir Thoraa'' Gresham, al- 
though it had been known and discovered ear- 
lier than him He, however, drew a pointed 
attention to it Gresham was a London 
merchant and the financial adviser to Queen 
Elizabeth. He w<is the founder of the 
Royal Exchange in London and discovered 
an his own times that the better portion 
of the circulating media were withdrawn 
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from circulation and ^ere melted down for 
use in arts or exported abroad This ten- 
dency to withdraw the more valuable coin®, 
if there is a greit variation in coinage, 
IS so likely that it is commonly said that 
'‘Bad money drives good money out of ctrcula 
tion ” This ‘itaiement of the tendency is called 
the "Greshams Law' When two kinds of 
money, bad and good, circulate together, 
other things being equal the bad money 
will remain in circulation and the good 
money will go out of circulation Marshall 
has V, orded it as ‘ Gresham’s Law is that an 
inferior currency, if not limited in amount, 
will drive out the superior currency ’* “In 
every country where two kinds of legal 
money art in circulation the bad money 
always drives out the good * 

Ways in which good* money goes out of cii 
culatton — People keep the bad money in 
circulation for making payment to others 
so long as it is not refused, and they 
withdraw the good one from circulation, 
because its value is higher as bullion than 
as coin, and therefore, it is melted and 
sold as bullion or it is hoarded or used in 
arts or it is exported in payment to foreign 
creditors The operaaon of the Gresham’s 
Law seems to be paradoxical, because or 

^ Money, Credit and Commerce 
* 0\de Principles of Political Economy 
3 ‘It disappears in three different ways by 
hoaidiDg paTments abroad and sale by 
weight "Qide\ 
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dinarily people in their self-interest choose 
good things and reject bad ones , but in 
case of money they apparently behave in 
a different fashion But the paradox is 
easily solved if we look at the owner of 
money as a seller and not as a buyer and 
remember that money is wanted only for 
exchange and not for consumption We 
have seen that the demand for money is a 
detwed de.tna.nd , \t ts meant for getting 
articles of consumption or production in 
exchange. Both the bad money and good 
money have the same value as coins within 
the country and therefore it is a matter of 
indifference to the owner whether he uses 
the good or the bad money in paying to 
creditors and to businessmen at home so 
long as both are legal tender But their 
value IS different as bullion or metal, there, 
fore, the owner of money keeps the bid one 
for making payment and for circulation 
and sells the good one for which he gets a 
beitei value as bullion Thus the bad 
money remains in circulation and the good 
one goes out of circulation Good money zs 
melted and sold as bullion because u fetches 
a higher value in that way Or, the good 
money after melting is used in industrial 
arts for the manufacture of trinkets etc. 
Secondly, those who want to hoard money 
for emergencies will naturally hoard the 
good and not bad coins because the good 
coins “offer the most security.” Thirdly, 
good money is exported abroad m payment 
5 
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of foreign debts. The reason for this is 
that foreigners take the bad is well a® 
good coins at their bullion value and the 
good coins containing more and finer metal 
will make up the amount for the payment 
m a smaller number which will be made 
up by a large number of bad coins and 
thus the cost of transport will be higher 
Moreover, within the country both bad 
and good coins have the same purchasing 
power as money. Obviously therefore, it 
IS to the advantage o*" the money-holder to 
retain the bad coins for internal circulation 
and to export the good ones in foreign 
payments. Thu$, good money goes out of otr- 
oulation by hoarding^ by tU use tn industnal 
arts and by the exports to foreign countries %n 
payment of international debts 

Conditions in which the Law applies 
Gresham’s Law is applicable to the follow- 
ing cases — 

(i; When coins of the same metal and 
of the same nominal or face value, 
but differing m their weight, cir- 
culate together the lighter coins 
(bad money) will drive the heavier 
coins out of circulation. For esam- 
pie, when old and worn out coins 
circulate together with newly coined 
tuU weight coins, the older coins 
(bad money) will drive the newer 
ones out of circulation. Gresham 
discovered the law in this case 
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<ii) When coins of two metal — gold 
and silver— ^ith a fixed legal ratio 
between them circulate together cvS 
standard coins and there is a differ- 
ence between their mint value and 
market value in terms of each other, 
then the laws will operate Let us 
assume, for example, that at the 
mint one ounce of Gold m coins, is 
equal to sixteen ounce of stiver in 
coins, but in the bullion market one 
ounce of gold purchases only fifteen 
ounces of silver, then silver dS bullion 
IS more valuable in terms of gold 
than as coin at the mint There- 
fore, silver coins will be withdrawn 
from circulation, melted, hoarded 
and exported and gold coins will 
remain in circulation In this case 
gold IS over-valued money having 
higher value as coin than as bullion 
and hence it is bad money, and it 
drives silver coins which are good 
money out of circulation If on 
the other hand, the market value 
becomes 17 I then gold will be 
driven out and silver will be retained 
in circulation This often happens 
under Bimetallism 

•(ill) When metallic money and paper 
money circulate together as stand- 
ard money than paper money (bad 
money) tends todrive mer-^Ihc money 
out of circulation, and this ten- 
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dency shall be stronger if money 
depreciated paper money. 

Assumptions or hmitations of the Law The 
phrase ‘other things being equal’ or ‘if not 
limited in amount point to the limitations 
under "which alone the law will operate or 
hold good There ire two limitations to 
the Law — 

(a; That the supply ot money of both 
kinds (good and ban) is m excess of 
the demand for monej , 

( 6 ) Th it pubho opinion is not opposed to 
the u'-e of both good and bad coins 
at the same time 

For the operation of the Gresham’s law 
It 18 essential that the aggregate of good 
and bad coins must be in excess of the 
country s need for circulating medii If 
trade is so laige and brisk that all the 
monej , both bad vnd good, is required for 
effecting exchanges, or that the supply of 
money, taking both good and bad together, 
falls short of the demand, then bad money 
cannot drive out good money Moreover, 
on account of the great demand even the 
good money will have a greater value as 
com than as bullion, and therefore, being 
more valuable as money it will remain in 
circulation Under these circumstances, 
even the \alue of the inferior coins rises to 
equality with the bullion value of the full 
weight coirs 

becondly, if public opinion is opposed to 
the circulation of both bad and good n oney 
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side by side, then on account of its force 
and influence inferior money will not 
circulate A very good example of this is 
furnished by California and USA during 
the Civil War of 1861’ — 65, when California 
refused to use ‘green backs’ (inconvertible 
notes) issued by the American Government, 
and continued to u-^e gold while the other 
states were using paper During the post 
war period people in England tried to retur*i 
to good money as soon as possible and 
stabilised their currencies for thi® purpose 
in 1925, 

Ooncluston Therefore, the law needs to 
be carefully stated Ktnley has stated it 
hypothetically as follows — 

“If more than one form of money is 
legally usable in a country, and if one of 
thesse IS more valuable for some other use 
than it is for making exchanges, then the 
inferior portions of the currency will 
supplant the superior to the extent that 
the two portions together exceed the need 
for currency in the country, provided that 
public opinion or anv other economic force 
does not interfere with the operation of 
the self-interest of dealers in money ’ Oi 
more generally, ‘When a community, in 
which competition is free and intelligent, 
has a choice of means of payment, it will 
use the least expensive which will serve 
Its purpose under existing circumstances 

*Money 



CHAPTER VIII 


THE PROBLEM OF THE STANDARDS 

In the primitive stages ot economic life- 
■when society w>s organised on the basis 
of self-sufficiency, wants were few and 
simple and were directly satisfied There 
was no necessity of an elaborate system of 
exchange Gradually, however, as society 
advanced in material civilisation, the satis- 
faction of wants became complex and 
roundabout , they began to be satisfied 
indirectly Exchange by bartei came into 
existence and division of labour was intro 
duced With ihe development of the means 
of communication and transport, the arei 
or the market widened, and trade, not only 
in light and valuable articles but also in 
bulky commodities, developed. Exchange- 
bj barter was not able to satisfy the 
demands of the community and to dispense 
with Us difficulties raone\ came into 
existence 

WUh the deve optnent of division of 
labour, of markets and international trade, 
the problem of a standard of value becomes 
very impo'*’tant. When the societj is 
organised on the principle of division of 
labour, methods of production become 
roundabout and production is earned on a 
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}drge scale not foi the purpo-'e of consump- 
tion by the producer themselves but in 
antiojpanon of a. future demai d and tor 
salt But specidlisdtion and large sea 
production presuppose the existence ot 
a well organised system ot exchange with 
all its component parts mz. merchants^ 
market's, mean's of communication and 
transport and monev or the mechanism of 
exchange The first three component pan 
of exchange, however, hinge on the fourth 
and the last one In fact the wheels of 
commerce and trade cannot function with- 
out the oil, I e money and credit. True 
It IS that in the first stages of the evolu 
tion 0* the economic life of man excha ige 
18 effected through barter , but with indirect 
efforts at satisfaction of wants and conse- 
quent production for sale, it becomes ex- 
iremelv cumbrous and difficult to make 
exchanges by baner It presents a number 
of difficulties which we have di'jcusaed in 
the opening chapter of the book, and barter 
outgrows Its utilitv after a certain stnge 
of economic development With an elabo- 
rate system of division of labour, use of 
machinery, and large scale production, the 
problem ol distributing the joint products 
and of distributing the products of the 
factory for world-wide consumption be- 
comes dll the more difficult and complicated 
without a sound mechanism of exchange. 
Hence, the necessity of a commodity of 
general acceptability and stability in value 
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1,0 serve as a medmm of exchange and a 
measure of value Not only this, the pro- 
duction in anticipation of future demands 
and credit sales make it necessary that 
the standard of value must also be able 
to serve as a store *of value and as a stan- 
dard for deferred payments. 

The problem of the standard therefore 
IS the problem of determining what shall 
■constitute the common denominator of all 
values or the standard of value to effect all 
sorts of transactions in any community 
TThe commodity chosen to perform this 
function depends upon the stage of economic 
development of the community concerned 
and the tauge of incomes and scales of 
prices in it. But the problem of the stan- 
dard of value IS not solved by simply choos- 
ing b> common consent a commodity to 
serve as a standard of value. The com- 
modity chosen must be such as to maintain 
even justice and equity between the vari- 
ous contracting parties both in the present 
and in the future. That is to say, the 
commodity chosen to work as a standard of 
value must not only be universally accept- 
able but also should have stability in value, 
and durability because most of the dealings 
at present are in futures, the stability of 
the standard of value is not only desirable 
but an essential requisite, so that it may 
serve as a store of value and as a standard 
for deffered payment without inflicting 
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any substantial losses on the debtors and 
the creditors. 

^ sound monetary system or standard 
must satisfy the following conditions : — 

(a) It must have stabiUty. The standard 
must be capable of maintaining so 
far as possible the stability of the 
internal prices and the balance of 
the internal economic structure on 
the one hand and the stability of 
foreign exchanges, on the other. 
So far It has not been possible to 
secure absolute stability of foreign 
exchanges and prices and it seems 
impossible to devise a system which 
can ensure such stability However, 
violent fluctuations in prices and 
exchanges dislocate commerce and 
industry and should be avoided 
Some economists are of the opinion 
that internal stability should be 
preferred to external stability. Our 
own view is that to a country of 
vast dimensions whose internal 
trade is more voluminous and of 
greater importance, stability of 
internal prices is more important 
than the stability of exchanges, 

(b) It must be ela$tic % e., the media of ex- 
change in circulation must be cap- 
able of expansion md contraction 
according to the needs of the busi- 
ness community. This can be 
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achieved when the currency and 
credit machineries are controlled by 
a central authority and there is a 
well-developed money and discount 
market 

{<?) It must be automatic in its operation 
i It roust be free from govern- 
ment interference and manipulation 
In a gold standard this is secured 
by maintaining t fre gold market 
in which there is an automatic 
expansion or contraction of currency 
dcoo'ding to the movement of gold 
(<2l It roust be simple free from ambiguity 
and complerity so that it is easily 
inxeUigible to the mass of people 
and inspired public confidence in 
the currency policy of the govern- 
raer t Moreover, it most be econo- 
mical inworking bv avoiding unneces- 
sjnh huge qu.ntities of metal in 
circuUtion or in reserves but eco- 
nomy should not oe secure! at the 
cost of efficiency 

Mono metallic ot Bimetallic Standard — 
This standard may be Mono metalhc or Bime- 
tallic In a mono metalUc standard coins 
of only one metal gold or silver are made 
principal or standard coins while those of 
others are token coins In a bimftalhc or 
double standard coins of both gold and 
silver are made standard ooins and are 
unlimited legal tender Mono metallism 
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therefore may be either a gold or a silver 
'Standard but in bimetiUism both gold and 
silver en3o> free coinage, are unlimited 
legal tender, and standard coins 

Beside these, there may be a Paper Money 
Standard in which there are no stanc ard 
coins except tokens for making small pay- 
ments and the paper tokens are unlimited 
legal tender and standard money There 
IS no conversion of notes into gold Of 
late there has been an advocacy of an 
international and scientific »lly managed 
paper standard envisaging an international 
cooperation amonj: the central banks of 
issue all over the world but it has not been 
favouied by a majontj of the oountries 
of the world on account of various reasons 
into V detailed discussion of which we 
need not go in this elementary treatise 
At present many countnes are on a Paper 
Standard ind Gold vs Paper Standard is 
the leiding problem of monetary theory 
and pnctice now a days 

Under the paper money standard the 
value of the unit of money is not tied to 
a commodiiy ot high value in the world 
market as in case of i^old standard and 
therefoie there is no limit to the issue of 
mone\ and possible fluctuations in value 
Secondly, the paper monev standard opera 
te'' only within the limited area of a coun 
trv and therefore that country is handi- 
capped in international trade and finance 
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and a measure of value Gold 
coins are unlimited legal tender 
and are freel> accepted in settle- 
ment of transactions and pay- 
ment of debts Currency or 
*■ Bank notes are convertible on 
demand into gold coins , and the 
Government has an undertaking 
to buy and sell g dd at a fixed 
price either for internal or exter- 
nal uses. The market for gold is 
free and its automatic working 
secures elasticity of currency and 
credit Before 1914, England and 
many other countries had this 
tyoe of gold standard 
(&) Oold Exchange Standard —It is that 
phase of gold standard inv,hich 
gold is standard of value but 
not a medium of exchange Gold 
coins do not come into active 
circulation The Government is 
under no obligation to supply gold 
foi internal purposes but has an 
undertaking to supply gold or gold 
exchange (». « a foreign bill of 
exchange on a fongn monetary 
centre having a gold standard) 
at its option at a fixed ratio in 
terras of the silver or paper tokens 
of the country for making pay- 
ment to foreign countries For 
this purpose it has to keep a re— 
serve m gold or foreign exchange 
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both inside and outside the coun- 
try The market for gold is not 
free , the system of currency and 
ej^change is not automatic but 
managed and involves too, much 
Government interference and 
control It was prevalent before 
the war in Java, Philippines, 
Mexico and Panama The Indian 
gold exchange standard was a 
unique system 

(o) Gold Button Standard —*[n this phase 
also gold IS a measure of value 
but not a medium of exchange 
Gold IS not coined However it is 
an improvement on the second 
phase in that the Government 
undertakes to supply gold for 
internal purposes also but only in 
a fixed quantity and as a fixed 
price The internal currency con 
sisting of silver and paper tokens 
IS convertible into gold bullion at 
a fixed parity for internal or 
external purposes the market for 
gold IS tree and there are no 
restrictions with legard to the 
object for which gold can be 
obtained from the Government 
However, this is also a managed 
system of currency Like the 
Gold Exchange Standard it aims 
at economising the use of gold by 
withdrawing it from circulation 
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and keeping it only in reserve It 
came verv much into fa&hion in 
the post "Wax period England 
adopted it in 1925 and India in 
1927 In both countries gold was 
obtainable only in bars of not less 
than 40u oz It was a true gold 
standa>d because the value of the 
monetary unit of the country had 
a fixed value in terms of gold and 
was kept at equality with the 
value of <1 fixed quantity of gold 
and this is the essence of a true 
gold standard It secured all the 
advantages of -pucca gold standard 
and at the same time imposed 
upon It by economising the use 
of gold It was automatic and 
simple and the market for gold 
was free 

Since 1931 gold standard has been aban- 
doned by practically all countries including 
England and India which have sterling 
exchange standard now 
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BIMETALLISM 

A system of currency in which coins of 
both gold and '-liver are standard coins and 
unlimited legal tender circulating at a fixed 
legal ratio between them and in which 
both the matals enjoy free coinage is called 
Bimetallism, or the Double Standard The 
essentials oi'pucca or complete bimetalhBm» 
therefore, are free coinage of both gold and 
Sliver; unlimited legal tender characteristic 
of both gold and silver coins, and a fixed 
legal ratio between them. 

In practice, however, it is very difficult 
to maintain the fixed legal ratio or mint 
ratio in conformity with the market ratio 
in which gold and silver exchange for each 
other like ordinary commodities And 
this difficulty of maintaining a b'^lance 
between the mint and the market ratio 
has been chief factor in discarding bime- 
tallism. It IS possible only when there is 
international co-operation and an inter- 
national bimetallism The divergence bet- 
ween the two ratios leads to the operation 
of the Gresham’s law and the overvalued 
metal at the mint drives the undervalued 
from circulation In practice, therefore, 
one metal forms the greater proportion of 
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the circulation of metallic money On 
account of this difficulty the free coinage 
of the cheaper metal is stopped although 
both of them continue to be unlimited 
legal tender. Then we have the pheno- 
menon of limping standard which prevailed 
both in France and United States prior to 
the Great War of 1914-18 

History The United States of America 
adopted bimetallism in 1792 at the ratio of 
15 1 Later on when the market ratio 

became 15^ 1 the over valued silver began 
to drive the undervalued gold from circula- 
tion This process continued till 1834 when 
the tDint ratio was increased to 16 1 and 

this being higher than the market ratio 
gold which was overvalued at the mint 
began to drive silver out of circulation 
Then the gradual adoption of the gold 
standard by the countnes of Europe and the 
discoveries of gold mines in California and 
Australia led to the discarding of silver 
Its price fell very heavily and in 1873 its 
free coinage was suspended although silver 
dollars remained unlimited legal tender 
Bimetallism thus ended in America 

Bimetallism, however, had a more 
chequered history on the continent of 
Europe and especially in France which was 
the most important country of the Latin 
Union France, Italy, Belgium, Switzerland 
and Greece which formed the Latin Union 
practised bimetallism from the close of the 

6 
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eighteenth century and continued to do so 
till 1873 On the reorganisation of her 
currency system in 1803 France adopted 
bimetallism at the ratio of 15 1, but on 
account of the erratic price of silver as 
a commodity in the market, there was a 
constant divergence between the mint and 
the market ratios, making some times gold 
and some times silver overvalued and dis 
placing the other metal in circulation to 
the inconvenience of the government and 
the public. In reality the so-called double 
standard was an alternating standard 
because gold or silver formed the bulk of 
the money alternatively as the gold or the 
silver became over-valued and undervalued. 
Silver predominated upto 1850 after which 
the discoveries of gold mines changed the 
relative position of the two metals and 
gold became cheaper and displaced 
silver in circulation. Then was formed the 
Latin Monetary Union with France, Italy, 
Switzerland and Belgium with the avowed 
object of preventing the pisplacement of 
silver , Greece also joined it in 1868. Soon 
after the establishment of the Union the 
demand for gold increased on account 
of the surge towards gold mono-metallism 
and its supply could not keep pace with the 
increased monetary demand On the other 
hand, the supply of silver at a time, when 
It was being demonetised and deposed from 
Its place of pride practically all the world 
over, increased very much on account of 
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discoveries of silver mines in the United 
States Naturally its price fell very heavily 
The market ratio deviated very much from 
the mint ratio Gold began to fly from 
France and silver began to be imported in 
larger quantities The gradual but steady 
triumph of gold monometallism created a 
prejudice in favour of gold among the 
French public which disliked the dis- 
appearance of gold from the country In 
1874, therefore, the Iree coinage of silver 
was stopped by the Union, although the 
■silver Five Franc pieces were still retained 
as complete lagal tender Thus, the double 
standard was replaced by a limpipg or 
incomplete bimetallism, in these countries 
■also 

The great Depression which set in 1873 
and enveloped the whole world in its grip 
provided an opportunity to the bimetallists 
to agitate for the rehabilitation of silver 
tons pristine glory and for the adoption 
■of an international bimetallism as the 
■only remedy against falling prices and the 
consequent losses to debtors, farmers, busi- 
nessmen and unemployment They claimed 
that the compensatory action of the double 
standard would steady prices The increa- 
ed demand of gold for money consequent 
upon the expanding trade, commerce and 
industry and its declining supply had led 
to the appreciation of the value of gold 
in terms of commodities and as silver had 
also been demonetised it had become an 
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ordinary commodity, and hence, its prica 
in terms of gold like other commodities- 
had also fallen But the fall in price 
was not entirely due to the displacement 
of silver from circulation , the supply of 
silver had also increased on account of 
new mines and increased production The 
mono metallists argued that if the demand 
of silver for monetary purposes would be 
created by adopting it side by side as 
standard money it would further stimulate 
production and the price of silver would 
not rise to its pre depression level On the 
other band, the bimetallists argued that 
bimetallism would lead to increased supply 
of money and would thus cause the prices 
to rise An important International Con- 
ference was held in 1878 at Pans to 
canvass world opinion m favour of bime 
tallism but on account of the opposition ^ 
of England and other gold standard coun- 
tries It proved fruitless Then another con- 
ference was organised at Brussels in 1892 
but this also proved abortive Towards 
the close of the nineteenth century Austria 
adopted a gold mono-metallism in 1892f 
India suspended free coinage of silver 
in 1893 and Bussia and Japan adopted 
gold mono metalbSm in 1897 and USA 
in 1900 In the meantime the discovery 
of gold mines in South Africa led to an 
evergrowing gold production and from 
1895 prices had begun to nse Thus, the 
two chief grounds for the revival of 
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bimetallism stressed by its advocates viz » 
inadequate gold supply for money and 
falling prices ceased to exist Thus towards 
the close of the I9th century the fate of 
bimetallism was sealed for ever It has 
now an historical and academic interest 
only 

Arguments for International Bimetallism or 
its Advantages Stability of •prices Stability 
IS one of the sine qua non of a sound 
monetary system It is claimed that 
bimetallism provides a more stable stan 
dard and steadies prices Prof Fisher says 
“Bimetallism is the only scheme for secur- 
ing stability of the standard of value which 
has received any substantial measure of 
popular support Bimetallism does this 
through its compensatory action, and 
through making the slock of money la-ger 
than under mono metallism It is argued 
that historically speaking the production 
of Silver was increasing at times when 
gold was decreasing or not increasing so 
rapidly, while, at other times, the produc 
tion of gold was increasing when that of 
silver was decreasing or not increasing so 
rapidly If therefore the two metals were 
tied together in a bimetallic system, these 
ups and downs tend to compensate each 
other An increase or decrease in produc 
tion of one metal would be counterbalanced 
by the decrease or increase in the supply 
of the other This compensatory action of the 
standard would make it more stable in value 



86 MONEY CURRENCY AND EXCHANGE 

than would be the case under mono metal- 
lism Prices, therefore, would be steadier 
An historical evidence of it was furnished 
by France which was able through bimetal- 
lism to secure the steadiness of the mint 
and market ratio between gold and silver 
and the general level of prices after 1850 
The demonetisation of silver and the 
triumph of gold monometallism from 1873 
onwards at the time when the production 
of gold was not in harmony with its in 
creased demand led to the fall in prices 
But since 1890 on account of altered oir 
cumstances the introduction of bimetallism 
instead of steadying prices would have 
made them more unstable than they were 
under mono metaWwm In the period after 
1873 the adoption of bimetallism would have, 
by bringing silver to the aid of gold as a 
standard money, increased the supply of 
money and steadied prices by arresting 
their fall 

Then, the total stock of money when 
both gold and siU er are used will be larger 
and any addition to the existing supplv 
of money will not affect the value of money 
and the price level to the same extent as 
in mono metallism Hence prices and the 
value of money would be steadier under 
bimetallism 

The scarcity of gold argument according 
to Dr Kemmerar is much weaker to day 
than it was a generation ago The world s 
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gold production in 1897 was twice as large 
as the average of 5 veare from 1885 to 1890 
By 1915 the production of 1897 was doubled 
For 19 years 1913 to 1932 the stock increased 
at an annual average rate of 4 8%, while 
for 16 > ears 1913 14 to 1929 30 the average 
annual rate of increase in the physical 
volume of world’s production of basic com 
modities, according to the studies of Dr 
C Sj nder was 1 86% In 1931 the world s 
production of gold was larger than in any 
previous year in historv and in both 1932 
and 1933 it was larger than in 1931 Then 
normally India absorbed about 25% of all 
the gold produced each vear Recently she 
has been pouring gold on world s gold mar- 
kets out of her hoards at an annual rata 
of about 45% of total annual gold output 
Furthermore, the economies effected, in 
the use of monetary gold in recent years 
by the adoption of the Bullion and the 
Exchange standards have been enormous 
There IS no evidence whatever that there 
IS a shortage of gold The present high 
value of gold and its scarcity are due to 
the hoarding of gold during the economic 
depression. The fourth Annual Report of 
the Bank of International Settlement esti- 
mated the total amount of gold in private 
hoards at the beginning of 1934 to have 
been at 7,000 m Swiss francs, or “more 
than two and a half times the value of 
the current annual gold production As 
soon as we get out of this “slough of des- 
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pond” gold will be abundant Therefere 
there is no need to supplement it by resort 
to bimetallism 

As regards the «econd argumeiit, Dr 
Kemmerer has illustrated the compeiisatory 
action of the double standard bY 
drunken men walking arm-in-arm 
would be steadier than either one of them 
walking alone This “arm-in-arm dfunken 
men” argument has lost much of its 
former weight in recent years because 
for most of the time since 1896 the values 
of gold and Sliver ID terms of commodities 
have been moving in the same direction 
upto 1920 and a bimetallic tie-up would 
have dragged probably the value of 
down all the more taster , and from the 
midde of 1921 to 1929 the value of gold was 
more stable than that of silver 

Secondly^ it is said that the stosk of 
money under the double standard being 
larger the prices will rise and this will 
give an impetus to producers, farmers and 
business men by increasing their profits 
The fall in prices and the cosequent loss 
to the producers in the period of the G-reat 
Depression are cited in support of this con- 
tention. 

Thirdly, it is claimed that bimetallism 
by raising prices benefits the debtors by 
reducing the burden of debt through the 
depreciation of the value of money 

Fourthly, bimetallism secures a stable 
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Tate of exchange between silver and gold 
using countries, and therefore, helps for- 
eign trade By tying up the value of 
gold to that of silvei at a fixed mint ratio 
the value of gold would be prevented from 
fluctuating materially in terms of silver, 
and likewise, the value of silver would be 
prevented from fluctuating in terms of 
gold The foreign exchange rate therefore 
between gold standard and silver standard 
countries would be established as also bet- 
ween mono-metallic and bimetallic countries 
Oommerce between such countries would be 
freed from exchange uncertainties More, 
over a bimetallist country can carr y on trade 
conveniently with both mono-metallistio 
and bimetallistic countries. Even this 
stability of excnange argument is of little 
consequence because no country is on a 
silver standard now. Under these circum- 
stances bimetallism which could not stand 
the test of experience has become econo- 
mically undesirable 

Argumenis against himetalhsm — Countries 
on the double standard have in reality only 
one money and that too bad money on 
account of the Gresham’s law The diver- 
gence between the legal ratio and the 
market ratio causes a good deal of confusion 
to the debtors and creditors It leads to 
inflation of currency and this is unfair 
to the creditors, leads to speculation and 
demoralises the business community. 

However, if national bimetallism is im- 
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practicable on account of the Gresham s 
law and the divergence between the rnarket 
ratio and the mint ratio between gold and 
silver, It 18 possible to have an interna- 
tional bimetallism, in which case, through 
international co-operation, the compensa- 
tory action will effectively check the opera 
tion of the Gresham’s law and maintTin 
ratio between gold and silver 



CHAPTER X 


THE VALUE OF MONEY AND ITS 

determination 

The value of money means its general 
purchasing power that is to sa> its power 
of commanding goods and services in 
exchange Changes in the value of monev 
are measured by riae and fall in the general 
level of prices because money serves as 
a medium of exchange and as n. measure 
of value The value of ajl commodities 
IS expressed in terms of monev and as 
value means onh a ratio or proportion 
in which things are exchanged for one 
another, therefore the value of monej 
means the quantities of all commoditie'^ 
and services that are offered in exchange 
for money The relation between the value 
of money and the general level of prices 
is an inverse one t e if the value of monej 
rises the genera^ level of prices falls 
if the value of money falls the general 
level of prices increases Every fiiiciuation 
tn the value of money catises a propoj tionate 
tnverse fluctuation in prices Changes in the 
value of monev aflEect different clas'ses of 
societv in different wajs and therefore 
their study is of great importance 

The value of money, like that of an> 
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other commodity, is determined by its 
supply in relation to demand It vines, other 
things hang equal, inversely as its supply ani 
■direotly as its d^nd The supply of money 
»n!l quantity of money 

of Its circulation, while 
demand depends upon exchange work done 
in increase 

d foil in the 

To sonol ony commodity, and a decrease 
orise in its value 
tetweln'^Vl,*^'"^*’ “ uniform relation 

thel eo to tlio ^■tlno of 

suDrtv in their 

thff ti,= ^ “ tt oot essential 

of these 

commodities is in uniform proportion to 
the increase or decrease in supply e o if 
the supply of ghee increases by 507^ its 

wiih irTn ““A So is the case 

with iron, cotton jute, wheat, and sugar 

7ah, <( U said, that its 

value shall vary exactly m inverse proportion 
to Its quantity in circulation Forexample, 

1 } the quantity of money in circulation is douh- 
ted. Its value shall be halved, and if the 
quantity IS halved, the value shall be doubled 
In other words, every change in the supply of 
money in circulation causes an inversely pro- 
portional change in its value Other things 
being equal, the value of money falls pro- 
portionately (and the price level rises) 
with an increase in the quantity of money, 
Any the value of raon^y rises proportionately 



VALUE OF MONE\ IT’S DETERMINATION 93 


(and the price level falls) with a decrease- 
in the quantity of money This is called 
the quantity theory of money which explains 
how the value of money is determined 
It IS largely based upon the peculiarity 
of demand for money 

The Quantity Theory or Money 

Enunciation The value of money under 
the Simplest conditions varies exactly inversely 
to tis quantity tn circulation In other n ords, 
'Uvery change in the quantity of money tn 
Circulation other things being equal, produces 
a directly proportional change xn prices ' Or 
"the general level of prices varies inversely to 
the value of money and directly to the supply 
of money 

The phrase, ‘ottier things being equal/ 
in very important, and comprises a number 
of assumptions under which alone the 
theory in its bald statement holds good, 
and these are (a) that the gold coins are 
the only forms of money in use , (b) that 
every piece of the gold coin changes hands 
as before or that there is no change in 
rapidity or velocity of circulation , (c) that 
there is no hoarding of coins or that money 
IS used only for monetary purposes , (d) 
that there are no exchanges by barter , 
{e) that there are no credit instruments 
in circulation, and (f) that the rate of 
circulation of goods also remains the same- 
as before the change in the quantity of 



94 MONEY CURE.ENCY AND EXCHANGE 

money in circulation There is supposed 
to be no change in production, rate of 
consumption and population as well Thus 
stated, the theonj holds good xn a hypothetical 
society ful^llxnq these static conditions It is 
not in accord with the actual facts of 
life and to make it so accord with, allow- 
ance must be made for the following 
(a) velocity or rapidity of circulation of 
metallic money , (6) rapidity of circulation 
of goods , (c) exchanges by bartei , [d) u^e of 
cheques, bills, pro notes, bank notes, shares, 
stocks, bound', and scripts etc , which 
although not monev perform the functions 
or money, and ^e) the velocity of circulation 
of credit money t. e , bank deposits, cheques, 
bills etc 

After making due allowance for these 
factors the theory may be enunciated as 
follows : “The general level of prices tends 
to vary directly in proportion with the quantity 
of money in circulation and its rapidity (t e , 
Its supply) and inversely with the activity of 
exchange {i e , the demand for money) 
indicated hy the number of gold exhange 
muliiphed hy their prices*' In other words, 
the value of money like that of an or- 
dinary commodity is determined by the 
conditions of demand for money and its 
supply Every fluctuation in the quantity of 
money causes a directly proportionate change in 
prices. 

In its original from the theory is expres- 
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bed mathematically in the form of an 
equation having a goods side and a money- 
side as P=“. This equation does not take 
account ot the velocity of circulation of 
the coins If we take into consideration 
the rapidity of circulation of metallic 
monej' then the equation will be or 

PT®=MV But to make it accord with the 
modern conditions of life, Prof. Irving 
Fisher has stated it now as P 1 s MV +M'V 

In this equation PT is the goods side 
and MV +M V is the money side P stands 
for the prices of goods exchanged for money 
and T for the total volume of trade transac- 
tions, M for the quantity of metallic money 
in circulation and V for its velocity of 
circulation , M for the quantity of credit 
money in circulation and V for its velocity 
of circulation Prof Ftsher concludes that 
ihe price level changes directly in prcportion 
to M, directly in proportion to V, directly in 
proportion to M\ and directly in proportion to 
V fi,nd inversely with T The first four of 
these constitute the quantity theory of money. 
He further asserts that P or the general 
price level is the result and the other fac- 
tors in the equation are the causes 

Properly qualified and understood the 
theory, in spite of its criticism, holds good. 
In the provisional statement of the theory 
in the first equation an account is taken 
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only of metallic money in circulation But 
the quantity of effective money in circula- 
tion comprises not only the number of coins 
but also the number of times that they 
change hands in the settlement of trans 
actions or their velocity of circulation The 
total quantity of money in circulation mul- 
tiplied by itb velocity gives the total quan 
tity of effective money in circulation 
The effect o^ an increase in the velocity of 
circulation of money is the same on its 
value as the effectof an increase in its quan- 
tity For example, if hundred coins are 
utilised in exchange and every coin chan- 
ges hands twenty times in a day then these 
lOU coins are doing the work of 2,000 come, 
because every time that a com changes 
hands it does the work of a fresh com 
This frequency or rapidity with which a 
com changes hands is called the velocity 
of Its circulatian Now if the rapidity of 
circulation of the coins is decreased to 15 
they will do the work of only 1500 coins 
and the effect will be the same as if the 
quantity of money in circulation has de- 
creased by 500 If it is increased to 30 then 
coins will do the work of 3 000 coin« That 
IS 'why the quantity of effective money m 
circulation is obtained by multiplying the 
quantity of coins put in circulation by 
their rapidity of circulation But these 
days not only metallic money but govern- 
ment and bank notes also play a very im- 
portant part in the settlement of transao- 
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tions and debts and they are made legal 
tender Hence, we take into consideration 
both coins and notes as well as their velo« 
city of ciTculation In actual practice, 
however, a majority of the day-to day trans- 
actions are settled through the instrumen- 
tality of credit and its concomitants These 
days the greater proportions of trade trans- 
actions are settled W bills of exchange, 
cheques, promissorj notes etc and they 
change hands several times before they are 
liquidated Hende, to complete the mone- 
tary side of the equation we must take 
into consideration the quantity of credit 
money and its rapidity of circulation in 
order to arrive at the total quantity of 
effective money in circulation On the 
commodity or the goods side of the equation 
only such quantities of various commodities 
together with their prices are taken into 
consideration as are exchanged either for 
cash or credit money All transactions 
effected through barter are ignorged When 
the total volume of goods exchanged is 
multiplied by the prices at which the var- 
ious commodities are purchased the gooda 
side IS equal to the money side le PT = 

Still, the quantity theory of money has 
been vehemently ciiticised as an abstract 
doctrine It is very difficult to determine 
at any period of time the exact quantity 
of various kinds of money m circulation 
and therefore the value of money 

7 
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changes in it can be measured only roughly 
and at best they depend on estimates and 
averages The only method of measuring 
the changes in the value of money is 
to prepare index numbers of prices which 
are in themselves based on estimates and 
averages In spite of various criticisms 
offered against the theory^ Prof Fisher 
holds fast to it and advocates it as the 
only method of determining changes in the 
value of money 

CnticMm 

It IS pointed out that transactions are 
still carried on by barter and, therefore, 
the total volume of transactions that is 
taken account of in the equation of the 
theory falls short by that quantity , that 
it does not hold good except under certain 
hypothetical conditions , that it is simply 
a self-evident fact ora truism, and that 
the value of money is not only affected by 
its quantity m circulation but also by 
its demand, but the quantity theory lays 
undue emphasis on the supply side and 
therefore it is imperfect 

The theory simply says that General Price 

_ , Quaptity of Moaey exchange for Gooda 

"Quantity of goods exchanged for Money 

But eyen if it is taken as a truism 
only, it does more than simply tell- 
ing that P=:^ It explains the results 
of a change in the velocity of circulation 
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of money, the effects of new discoveries 
of gold, the effects of a contraction of 
currency and credit and the effects of 
huge issue of paper money and increased 
■output of goods due to improved methods 
of production 

Proj K-napp's Grtticim— In his treatise 
* The State Theory of Money ’ Prof Knapp 
contends that the value of money is not 
the result of its intrinsic worth as a 
commodity but the State action lu dec- 
laring It as legal tender and therefore 
the theory ot demand and supply as 
determining the value of money li^e that 
■of an ordinary commodity is not app/ica6fe 
to money True it is that the major 
portions of the media of circulation in 
any country in the modern times consist 
mostly of notes, deposit currency and 
instruments of credit but still thijy are 
based on a certain metallic rdsarve And 
to that extent the cost of production of 
gold and silver mines will have ati effect 
on the quantity of money in circulation 
and consequently on the value of mohey 

John Stuart Mill s crtitcwm— -Mill tabes an 
•ejrception to the heten^eneous character 
of the terms in the Equation of Exchange 
and contends that the amount of Csheques 
in circulation cannot be added to the 
amount of gold in circulation any more 
than 20% can he added to £LOO When 
credit comes to play an important part 
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in transactions the relation between pixoes 
and the amount of the circulating media 
IS much less direct and intimate and the 
relation that exists does not admit of 
so simple a mode of expression as the 
Equation of Exchange implies ' 

Pro/ Gannan s cniicisin— Money is not 
governed by the strict lau of supply and 
(demand “The demand for currency is 
furnished not by the number and amount 
of transactions not by the ability and 
willingness of persons to bold currency, in 
the same v?a.\ as we think of the demand 
for houses as coming not from the persons 
who buy and resell or lease and sub-lease 
houses but from the persons who occupy 
houses ” 

Another criticism of the quantity theory 
of money 1“ that it cannot explain the 
rise or fall in pnce« in one country without 
refeience to prices all over the world 

Prof Fisher, who is the most unyielding 
advocate of the theory, however, maintains 
that the theory, if properly understood and 
suitably modified 10 make allowance for 
the prevalence of credit, velocity of cir- 
culation and velocity of goods, does explain 
the rise and fall in the value of money 
What 18 difficult and arbitrary, and to 
some extent unreal, is the mode of measur- 
ing the changes in the value of money 


apolitical Economi- 
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with the help of Index ISVimbers He 
■therefore, insists that P . He 

defend'; the theorv strongly and in hiS 
scheme for “'UnshTinkaWe BoWar” he 
shows how stabilisation of currency can be 
effected by the Quantity Theory of Money. 

By regulating the supply of money lO 
OLTCulation, we can control tne general 
price level. The Quantity Theory of Money 
and its relation with the general level of 
prices 19 very closely established when wo 
regulate prices for lowering or raising 
or • stabilising them by controlling the 
working of gold and silver mines (as in 
1892) , by controlling mintage to regulate 
the amount of gold in circulation (The 
Scanclinavian Expeximent^dunng the Great 
War), by varying the standard of value 
without changing the name {Fisher’s Com- 
pensated Dollar Scheme), controlling the 
circulation of bank or government notes 
(Post-war Monetary stabilisation) by regu- 
lating the circulation of cheques and other 
instruments of credit, by fixing the pro- 
portions of banking reserves, by encourag- 
ing an increase in the volume of trade 
by increased money In spite of its criti- 
cisms, therefore, the Quantity Theory of 
Money is very important and contains 
element of truth m it. 



CHAPTER XI 

CHANGES IN THE VALUE OF MONEY 
Inflation! Deflation and Reflation 

Changes m the value of money are not 
uniform and they do not affect the vaTiou& 
classes of society uniformly A rise in 
the general level of prices or a fall in 
the value of mone> does not register an 
all round upward trend in the prices of 
all commodities while the prices of ^ome 
goods rise of others remain stationary^ 
and the prices of still others fall Thus, the 
ri'^e or fall is not uniform and therefore, 
the economic consequences of tins rise 
or Jail will not be the same for all When 
prices rise (Depreciation of money) other 
things being equal traders and businessmen 
gam Profits rents and interest usually 
go up But the rise in rent and interest 
as also in wages usually takes a longer 
time and they lag behind prices The 
rise in prices is of advantage to debtors 
and of disadvantage to creditors because 
in terms of commodities the debtors return 
less to the creditors in the payment of 
instalment of the principal and interest 
thereon Enterprisers as debtors benefit 
by the fall in the value of money The 
tax-payer also gains as a debtor to the- 
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State, and the burden of the national debt 
decreases Creditor's, consumers and people 
with fixed incomes on the other hand, 
lose in period of rising prices Moreover, 
a rise in prices leading to abnormal profits 
causes excessvie sepculation, demoralises 
the business classes and the investing clas- 
ses and culminates m crises These evils 
are intensified by laige and rapid rise m 
prices Moderate and slowly rising prices 
are of advantage to producers and labourers 
because thej stimulate steady and increas- 
ed employment and production The 
economic gains and losses from rapid 
changes in price will, therefore, differ 
according to the economic strength of the 
different olasses^in the community 

When prices fall(AppreciatioD of money) 
their effects are just the reverse Creditors 
gain and debtors lose in terms of commo- 
dities Trade and business become dull, 
profits decline and, if the fall in prides is 
rapid and lasts long, interest and rents 
also decline A large and serious fall in 
prices discourages production and increa- 
ses unemployment and both capitalists and 
labourers suffer Tax-payers also suffer 
and the burden of the national debt increa- 
ses Persons with fixed incomes gam as 
also do the labourers 

Besides these effects of a rise or fall in 
prices on the different classes of society 
in general, their effect on Government fin- 
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ances are also noteworthy In a period of 
rising prices business and production being 
brisk tax revenue is larger and budget is 
not onlj balanced but shows surpluses On 
the other hand, in a period of falling prices 
there is an economic depression and the 
Government revenue goes down deficits 
in the budgetsoccur unemployment prevails 
and relief works have to be organised to 
mitigate the evils by raising loans for 
short terms But to this dark side of the 
picture there is one relieving feature so 
far as the Government finance is concerned, 
and that is the possibility of a reduction 
in debt burden by conversion ofloans raised 
formerly on high rates of interest into 
•"ew loans at lower rates 

Besides these serious economic conse. 
quences changes in the value of monej have 
far reaching social effects Constant fluc- 
tuations in prices disturb the ^itability of 
production trade and employment and this 
instability causes a good deal of social dis 
tress In a period of rising pnc»s, the 
cost of living increases and labourers are 
in trouble They agitate for increased wa 
ges and organise strike'* This disturbs 
public peace and causes social unrest Fal 
hng prices lead to reduction and wage cuts, 
retrenchment and economy and thus many 
people are axed and lose tbeir jobs There 
IS again conflict between labour and capital 
and lockout and strikes Social unrest and 
unemployment increase and intensify 
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It IS, therefore, the extreme diversity in 
i;he effect of the changes in the value ot 
■money on the various classes wich makes 
a study df the causes and extent of these 
changes necessary and a matter of para- 
mount importance A periodical compar 
Sion of prise movements throws consider 
able light on the economic corditions ot 
the various classes and indicates the rise 
or fall in standard of their comforts 

One of the most remarkable features of 
currency, exchange and finance during 
and after the World War has been the 
enormous changes in the value of money 
caused by experiments in monetary policies 
with a view to the maintenance of the 
stability of the foreign exchanges and 
the stability of the internal prices The 
most potent factors for these remarkable 
changes have been unprecedented expan. 
Sion and contraction of currency ard 
credit commonly known as inflation and 
deflation 

InCle-tton 

When an expansion of currencv and 
credit takes place without a corresponding 
■extension of trade and commerce it is said 
to bo inflation Inflation exists in a country 
whenever the supply of money and 9f bank 
deposits circulating through cheques mere 
ases relatively to the demand for the media 
■of exchange in such a way as so bring about 
■a rise in the general price level The sup 
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ply of money and credit must always be 
interpreted in term^ of their respective 
velocities of circulation Inflation causes 
a reduction or depreciation in the value of 
money, because on account of rise in prices, 
its purchasing power is diminished It is 
a deliberate act on the part of the currenov 
authority and is usually resorted to when 
the credit or the Government is too lovi , 
and there is loss of public confidence in its 
financial and economic polic> so that loans 
cannot be raised either internalb or ex- 
ternally except on exorbitant or high 
rates of interest Usually the main ob 
jects and aims of tnfiaiton are (1) to avOid 
the impact of heavy debt burden and (2) 
to raise the internal price level as compared 
to the world price level in order to give 
encouragement to the nascent industries 
of a country 

The first object of inflation is achieved 
by various devices and doubious means to 
lower the value of bonds and securities, and 
to reduce in this wa> and shift the pressure 
of loans, and to substitute new loans or 
indirect repudiation of old debts by depreci 
ating the value of money instead of raising 
taxes to tide over the financial difficulties 
of the Government, The desire not to face 
the consequences of a heavy debt burden 
leads t6 uncertainty and dela\ in decision 
which leads to a soft raonev policy ending 
in the long run in inflation of currency In 
this way inflation by reducing artificially 
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the value of Government securities leads 
indirectly to the imposition of a capital 
levy because it diminishes the value of all 
savings and investments It destroys in- 
directh national wealth of the country and 
leads to a loss of public confidence in the 
currency and exchange policy The nor- 
mal processes of production and consump 
tion are disturbed and economic enterprise 
becomes unsound and speculative This 
IS inevitably followed by deflation or deva- 
luation the first of which causes an acute 
trade depression by curtailing the quanti- 
ties of money and credit in circulation, 
puts a severe strain on Government finances 
by reducing the ta^ revenues and by neces- 
sitating the raising of short term loans to 
wipe off the deficits in the budget, and 
to provide a relief to the unemployed by 
opening reconstruction works, and finally 
ends in unexpected obligations of the Go- 
vernment both at home and abroad 

In the second case when industry, trade 
and busine'ss are suffering from an acute 
depression and heavy fall in prices, in order 
to give a spurt to them the Government 
artificially raise" the price level by a deli- 
berate expansion of currency and credit 
This has been the chief object of the Amen 
can inflationary policy in the Post Depres- 
sion Period from 1932 onwards 

For the discussion cf the effects of infla- 
-tion on distribution of wealth in various 
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classes of society Mr J M Kovnes in his 
“A Tract o i Monetaiy Raform” has divi-i 
ded the society into three broad classes 
(a) The investing class 
ib) The business community 
{g) The wage earning cla®s 
In these days of dealings in futures the 
stability in the value of monev is a matter 
of verv great importance, because long 
period contracts for the lending and bor 
rowing of money result in disturbance of 
the relationship between debtors and credi- 
tors, if the value of money changes fre 
quently and violently between the lending of 
money and its repayment We have already 
seen that the changes in the value of money 
or the general prices affect the debtors and 
creditors differently In a period of rising 
prices debtors benefit and creditors lose, 
whereas in that of falling prices creditors 
gain and debtors lose If there is stabilitv 
in the value of inone> over long periods 
of time, such violent disturbances to debtors 
and creditors are avoided Inflation bv 
causing firstly a gradual rise in prices leads 
to a rapid increise in prices and then to 
panic and speculation, and therefore demo 
ralizes the market for capital In such 
conditions it becomes difficult to forecast 
ihe probable demand for the future for 
various commodities, a discount is put on 
economic enterprise , and trade and busi- 
ness, therefore, become speculative ventures 
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In the begiiming and the middle, on account 
of the heavy rise in prices, business activity 
IS very brisk and rapid , turn-overs are 
quick and profits like prices soar very 
high This industrial boom leads to a 
very great demand for capital, and prices 
of ordinary shares and capital goods rise, 
borrowers at fixed interest gam and lenders 
lose. Eventually it is tollowed bv an 
inevitable crash and ends, therefore, in 
disaster Thus, we find that in a period 
of inflation and rising prices, the demand 
for capital goods is accelerated and, their 
prices, and dividends on bonds and shares, 
iise But on account of rise in prices,, 
their real income in terms of goods declines 
and theretore inflation is injurious to in 
vestors receiving fixed money by way of 
intere«-t and rent 

The business community gains enor- 
mouslj during inflat.on and rising prices 
People are caught by the mama of grow, 
ing rich quickly Optimism sways the 
land and all sorts of enterpnzes are stalled, 
company flotations increase in number and 
a mushroom growth ot factories and 
business takes place Thisfevensh activity 
in the sphere of production leads to brisk 
trade, quick turn overs and profits mul- 
tiply fast For example, during the War 
when only fifteen rupees per share had 
been paid on the shares of Tata Iron Co 
Ltd , the shares were selling in the market 

a premium of 500%, The same was the 
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case in shaies of otViei well established 
concerns The ab» ormal rise in prices leads 
to wind.fall profits and encourages there- 
fore industrial enterprize But if inflation 
IS camp'd to a very great extent so as to 
result in a premium on gold and foreign 
exchanges, the imports into the country, 
that has resorted to inflation, begin to in- 
crease, provided however, that there is not 
concurrent inflation in other countries as 
well In this case, therefore, the internal 
price level being higher than the world 
price level, it becomes more profitable to 
sell to, than to purchase from, the infla- 
tionary country Exports, therefore, tend 
to decline Imports increase and the bal- 
ance of trade becomes unfavourable on 
account of the dumping of the foreign 
goods, if It has a free trade market Then 
the boom is followed by a depression, infla- 
tion by deflation and a rise in prices by 
fall in prices generally The frofits of 
the inflationary period give place to senons 
losses and the rapid flotation of concerns 
and companies IS followed by binkruptoies 
and, therefore, many corapanies and con- 
cerns drop out like leaves from the trees 
in autumn There is chaos, budgetary 
deficits, financial embarrassments and a 
reduction of the national wealth all round. 
Deflation, therefore, ushefs in a period of 
depression and actute unemployment The 
finances of the Government become dis- 
organized, revenue declines, relief mea- 



CHANGES IN THE VALUE OF MONEY 111 


sures have to]be undertaken which are fin. 
anced by heavy short terra borrowing both 
inside and outside the country Thus it 
hits the business very hard 

As regards wage-earners and people 
with fixed incomes they auEfer great hard- 
ships in a period of inflation because of 
abnormal rises in prises Their cost of 
living increases because every unit of the 
income purchases a less quantity of com- 
modities and services and hence real 
wages decline. The situation is further 
aggravated on account of the economic 
friction I e, the wages lagging behind 
prices IJoininal wages do not inorase as 
last as prices rise and, therefore, all people 
with fixed incomes suffer Contrariwise, 
in a period of deflation when prices fall, 
this class of people gams because every 
nnit of income now purchases a larger 
quantity of comraodities and services 
Deflation 

Whenever the supply of money and of 
deposit currency decreases relatively to the 
demand for them in such a way as to cause 
^ decline in the general price-level, there 
IS said to be a deflation or contraction of 
currency It leads to a fall in prices and 
therefore to a rise in the value of money 
or increase in Us purchasing power which 
of money The effects 
^•^®fintion and Appreciation of money 
0 just the reverse of those of Inflation 
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and Depieciation of money and they have- 
been described above 

Of these two (inflation and deflation) 
deflation is comdemned very strongly by 
all distinguished economists of the world 
because of its far-ieaching and undesirable 
social and economic effects : discourage- 
ment of enterprise and production, diminu- 
tion of trade and employment, and increas- 
ed burden of national debts of all kinds 
It generally benefits non producers or ren 
tiers at the expense of the real producers 
of wealth ‘ Inflation redistributes wealth 
in a manner very injurious to the investor, 
beneficial to the businessman, and proba. 
bly, in modern industrial conditions, bene 
ficial on the whole to the earner (wage- 
earner) Of the two perhaps Deflation is, 
if we rule out exaggerated inflations such 
as that of Germanj, the \%oi3e , because 
it is worse in an impoverished world, to 
provoke uneraplovraenc than to disappoint 
the rentier ^ 

Stability of prices, therefore, should be 
the chief aim of the currency authority to 
avoid the uncertainties and losses which 
large changes in prices inflict on the cre- 
ditors and debtor*-, entrepreneurs and 
wage earners, consumers and producers 
It reduces extreme inequalities of income 
and wealth in society , maintains equity 
and justice between creditors and debtors , 

1 Keynes A Tract on Monetary Reforms 
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through the steadiness of prices makes 
for stability in production, trade -employ- 
ment and general business conditions, and 
prevents social unrest and heart burnings 
between employers and employees, capi- 
talists and labourers and creditors and 
debtors 

Befiahon means a deliberate inflation 
or deflation of currency with a view to 
restore the price level existing before such 
inflation or deflation During the period 
of the recent world-wide economic depres- 
sion when prices of primary products and 
rav-merials had fallen by more than 50% 
and farmers and primary producers were 
suffering very heavy losses, the word was 
coined in the United States of America, 
and there^'ore, it meant at that time an 
expansion in the supply of media of circula- 
tion (inflation) with the intention of raising 
prices to restore the price-level existing: 
before the era of the depression It is a 
recognition of the principle that by a judi- 
cious control the manipulation of the quan- 
tity of mone<^ in circulation together with 
Bank deposits and cheques the currency 
authority can control and regulate the 
movement of prices to avoid violent fluc- 
tuations with all their concomitant evils. 



CHAPTER XII 
INDEX number 

We have seen above that prices do not 
Tise or fall uniformly If all prices v ent 
up and down together, the measurement of 
the changes in the value of money or the 
general level of prices would be easy But 
this they never do Some prices go up, 
while others go down Occasionally, how- 
ever, in times of very great and rapid 
movements almost all prices change in the 
same, direction Even then some rise or 
fall in less degree than others This com- 
plexity of the phenomenon of prices makes 
difficult the measurement of its extent. 
The method of Index Number is resorted 
■to to get a summary expression of the 
general trend of prices, or, changes in 
prices or value of money are measured by 
Index Numbers Index Number, as the 
word index implies, indicates a general rise 
or fall in prices In other words, the index 
numbers serve to point to a fact that on 
the whole prices have moved in one direction 
They no more than indicate a general 
tendency In the words of Prof Taussig, “No 
index number corresponds to the real thing 
It 18 not like the mean of certain observa- 
“tions in natural science whose average will 
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Spo\nt to a single special fact This is to 
repeat only an indication of the general 
trend of prices There is no one change in 
prices, there is a medley of many changes, 
different in direction and degree All that 
we can hope to secure by averaging and 
•summarising is some concise statement of 
the general drift 

Index numbers are usually of two kinds 
Simple and Weighted The modes of reach- 
ing numbers are four ~(1) Simple Arith- 
metic Mean or Weighted Arithmetic Mean 
(2) Geometric Mean (3) The Median, in 
which there is no averaging but only an 
ascertainment of midway points or the 
figure which stands in the middle of the 
series, and ^4) the Mode 

Preparation of Index ^um6er — A few 
representative commodities relevant to the 
object in view are selected their prices for 
a partioulai year or period are noted, and 
these are reduced to hundred and an arith- 
metic mean of these is drawn up Later 
prices of the same commodities are then 
expressed in relation to them (t e , the 
prices of the base year or period) usually by 
stating them in terms of a percentage. 
The arithmetic mean or average of these 
prices in later periods or years is also taken 
out and theni a comparison is made in 
teems of a percentage rise or fall which is 
called the price index number This is the 


‘Priacvples of Ecoqotwcs 
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■way of preparing simple index number. 
Let us illustrate it by a concrete ex- 
ample : — 

Suppose that in September, 1931 in 
England the price of Wheat per qr, -was 
9d., of Butter 128s. per cwt.; Cotton 
3 80d. per lb , Coal 31s. 4d. and Pig iron 
58s. 6d. per ton and in April 1936, the price 
cf ■wheat had risen to 33s. 4d. that of butter 
had fallen to 10bs.» of cotton risen to 6 53d. ^ 
cf ccal fallen to 29s 8d. and of pig iron 
risen to 70s. The index number will be 


prepared 

as follo'ws 

— 



j Gfep 1931 

April, 

1935 


J3a»© pnce 

ICO 

Price 

Percentage- 
to Baxe 

tv heat 

, 2W 9a 

100 

33s 4d 

140 

Butter 


100 

iOGs. 

83 

Cotton 

3 

100 

6 53d 

172 

Coal 

31s 4d 

100 

29s 8d 

95 

Pig Iron ' 

58- GiJ 

100 

703, 

120 

lotal .. 


500 


610 

Average i 

Oid Indtx 

•i/500 

Newindex 

6/610 

(Anthrue'ic j 

Number 

100 

Number 

122 

tuean) j 
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This shows that on the whole the general 
level of prices had increased from 100 in 
1931 to 122 in April 1936 * e , there was on 
the whole an increase of ^2% in the general 
price level Oi, it can be said that what 
could be bought of these commodities f^or 
100 units of money in September 1931, 
could be bought for 122 units in April, 193b 
Therefore the value of money had fallen 
by 22% ' 

Sometimes, however, the relative im- 
portance of different commodities of cor- 
aumption is also taken into consideration 
in order to get the index number This 
relative importance of different commodi- 
ties 18 expressed b> assigning to them a 
certain weight in proportion to their con- 
sumption For example, if the consumption 
of wheat IS five times as grei* as that oi cot- 
on and of buttei four times as great then 
wheat and butter shall be counted as equalto 
five and four commodities respectively Index 
number obtained in this way is supposed 
to give a better result than the simple arith- 
metic average But the preparation of the 
weighted index number presents a numb‘d'" 
of difficulties e p , it is impossible to deter- 
mine exactly the economic importance of a 
commodity in the life of a communitv 
people, secondly, the effect of fashion, custom 
and habits on the demand for commodities 
is rather sporadic and violent , thirdly, the 
changes in the value of money due to a con- 
traction or expansion of the supply of specie 
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also h^ve then effect on the relative demand 
for commodities Hence, we can conclude 
without any fear of contradiction that if 
the number of articles selected is sufficiently 
large and representative in character the 
result obtained from the simple index 
number is quite sound for the purpose and 
does not show a great discrepancy between 
the result obtained from the othen and more 
complicated methods 

Thus according to the w eight index 
number the price level on the whole shows 
an increase of 23 86% instead of 22% as- 
revealed by the Simple Index Number 




Old Index 
Numbef_ 
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Precautions necessary while preparing an index 
number 

First of all a great care should be taken 
in selecting the base year of period It 
must be free from abnormality of any 
sort like war, financial or trade crisis, 
failure of crops or floods, famines, bumper 
harvests or from any monetary disturbance 
Secondly^ a great care should be taken in 
selecting the commodities which must be 
suitable for the purpose in view If cost 
of living of labour index number^ are to 
be prepared, the commodities that are 
selected must be such as ore consumed by 
the majority of the labouring class , where- 
as if we want to find out the effect of 
rising or falling prices on the community 
in general, then we will have to include 
a host of other commodities than those 
consumed by labourers alone Thirdly, care 
has to be taken in the selection of the 
price as well x e , whether the prices are 
wholesale or retail because the selection 
of these shall depend upon the purpose 
in view If we have to prepare cost of 
(living index numbers,’ we shall take into 
account retail prices and not wholesale. 
It is very difficult to get reliable figures of 
retail prices which do not necessarily move 
in conformity with wholesale prices. Fourih- 
ly, the number of the commodities chosen 
will also determine the reliability of the 
index number To give an accurate idea of 
the trend in prices the number of the com- 
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modities included must be as large as 
pob'sible Fifthly^ the economic and social 
importance of the various commodities of 
consumption should also be taken into 
consideration Sixthly, the averaging of 
the price ratios must be done judiciously 
The most authoritative index numbers 
in England are those of Saurbecks, the 
‘Economist’ and the ‘Statist’, in India, on 
the other hand, the two important ind<=x 
numbers are those of 'Calcutta relating 
■wholesale price®, and of Borabav prepared 
by the Ministry of Labour and re ating ‘o 
the cost of living of the labourers 

If the selection o^' the bsse year or period 
and of representative commodities relevant 
to the purpose in view and the collection 
and sifting of price® and preparation ot 
averages are done properh with due dis- 
crimination, then Index numbers yield a 
sufficiently reliable informa+ion about the 
rise and fall in prices and the fall or ri''e 
in the value of money At be®t, however, 
they are only averages and do not measuie 
the changes in the value of money accu- 
rately and precisely In fact It IS not only 
difficult but impossible to measure the 
changes in the value of money accurately • 
‘ a perfectly exact measure of purchasing 
power is not only unattainable but even 
unthinkable 

Even if the index numbers at their best 


S Marshall 
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indicate only a general trend of the price 
movements, they are very useful to the 
economist, to the businessman, to the politi- 
cian and the statesman. They are very help- 
ful to the student of economics to verify his 
conclusions and inferences as regards the 
effects of price changes on the economic wel- 
fare and standard of living of different clas- 
ses in society and provide a basis for com- 
parative study of these things to the student 
of economic history. The rise and fall in 
wages and their purchasing. power together 
with rise and fall of interest with their 
effects on capital within the same country 
from time to time and between different 
countries at diffrent periods can be found 
out with the help of index numbers. 
They provide a basis for the regulation 
of quantity of money in circulation 
to maintain stability and prices in trade. 
The businessman can compare from 
time to time the progress of his busi- 
ness and the trend of interest, profit and 
turnover not only in his own business but 
also in others. Adjustment of wages can 
be done with their help to settle wage-dis- 
putes between the employers and the 
employees. They furnish a basis for the 
equitable discharge of long-term debts and 
for determining the real incidence of taxes. 
Thus, they are very useful in roughly mea- 
suring the changes in the value of money 
from time to time and their effects on 
various classes and on different countries. 



CHAPTER XIII 
GOLD STANDARD 


The development of trade, commerce and 
industries on sound lines pre-supposes the- 
existence of ‘an integrated price and incorao 
structure and stability of internal price- 
level and foreign exchanges Prior to the 
Great War, the world has succeeded in 
evolving a sjatem of international currency 
which was fieely automatic in its opera 
tion and was fairly stable for about a 
■century except for occasional disturbances 
This international mechanism, based on 
integrated price and income struture was 
the Gold Standard 

Gold Standard is a monetary system in 
which the unit of value, in which prices 
and wages are customarily expressed and 
in which debts are usually contracted, 
consists of the value of a fixed quantity 
of gold in a free gold market * 

A Hzsiorical Resume Triumph of the- 
Gold Standard — ^The gold standard is essen- 
tially a creation of the second half of the 
nineteenth century At the close of the 
l^apoleonic wars the currency systems of 
the world were largely based upon silver 


Kemmerer On Money 
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alone or on gold and silver in combination 
Bimetallism « e, a system of currency iii 
which both gold and silver circulated to 
getherwith a fixed legalised ratio between 
them was in vogue That system has been 
given up since as a result of conviction im 
pressed upon one country after another that 
gold and silver cannot be kept in concrete 
circulation in an arbitrarily establised mint- 
ratio England was one of the first countries 
to arrive at this conclusion and led the way 
by establishing gold standard in 1816 In 
the continent of Europe however the 
struggle to raamtam the double standard 
was continued until the third quarter of 
the last century From 1803 to 1823 France 
etc succeeded in 1 eeping both gold and 
silver in circulation at their established 
mint latio of 1 15^ Thereafter several 

circumstances combined to compel these 
countries to give up this policy Chief 
n,monp these causes was the increased 
supply of silver due to the discoveries of 
mine® in Ameiica which lowered the lalue 
-of the metal and caused ts substitution 
on large scale for the dearer gold coin 
Seeing their gold coins disappearing from 
■circulation and fearing that they would 
be brought to a che per standard they 
decided to limit the exi^hange of silver and 
in 1818 to close their mints altogether 
to the free coinage of that metal By this 
action thev maintained their dearer stan 
4aTd which was thenceforth gold Then 
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in 1848 and 1859 the gold discoveries in 
Australia and California in hitherto un 
known quantities, leading to a period of 
rising price**, brought about the adoption 
■ot the gold standard h\ other countries 
In 1865 the Latin Union consisting of 
France, Italj, Switzerland and Belgium 
was formed to prevent the disappearance 
ot silver coins and Greece joined them later 
on The gold standard became **0 popular 
that Germany, which by 1823 had adopted 
the single gold standard bj limiting the 
coinage of silver, after the Franco Prus 
Sian War of 1870, celebrated her victory 
by deserting silver completely and adopt- 
ing gold as the basis of her currencv 
Other countne** like Holland, Norway,. 
Sweden and Denmark follovsed her example 
Production ot gold lagged behind its de 
mand, there was a swing of the penau um, 
a long sustained perioa of falling prices 
ensued in 1673 which enveloped the world 
into the Greair Depression A number of 
international conference* weie held and the 
advocates of bimetallism gained the eai 
of the world But the gold standard coun- 
tries led by England stood last by the gold 
standard, the international conterences pro 
'ed abortive and after 1877 the fate of 
bimetallism or the double standard was 
Sealed and gradually but steadilj there was 
an almost universal transition from the 
^iver or mixed currency sjstem to gold 
mono-metallism The discovery of fiesh 
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gold mines in Transvaal knocked the hot 
tom out of the bimetallists arguments, 
righted the position, and a period of rising 
prices and brisk trade followed which con- 
tinued unabated till 1914 Even Austna- 
Hungdiy and Russia which for several 
years had depreciated paper currency as 
the chief medium of exchange accumulat- 
ed suffiuient Igold to establish securely 
the gold standard Thus, at the end of the 
19th century all important countries ex- 
cept Spain had the gold standard in actual 
operation Outside Europe a similar deve- 
lopment was in progress during the same 
period Thus, silver was demonetised in 
all the important countries of the world 
except India and China and a few minor 
countries between 1848 and 1914 

Causes of Triumph —This triumph of the 
gold standard was due in the main to its 
comparative stability and freedom from 
violent fluctuations of prices and exchan- 
ges In spite ot Its casual Side slips, as in 
the Great Depression, the gold standard 
had spelt the material progress of the world 
^ven Mr J M Keynes, the keenest and 
the most effective critic of the gold standard 
"has admitted that, wide as were the fluc- 
tuations in prices, the remarkable feature 
-of the period between 1815 and 1914 was 
the relative stability of the price-level, and 
as Mr Hartley Withers sajs in his “Money 
in the Melting Pot’* approximately the 
^ame level of price ruled in or about the 
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year 1826, 1841,1855, 1862, 1867, 1871 and 
1915, and prices were also level in the years 
1844, 1881, 1914 and in 1931 

For about three generations before 1914 
the world passed through a period of com- 
parative peace and growing prosperity 
The effects ol war, financial crises and 
economic depression were kept with- 
in bounds and the curve of prosperity 
through occasional side slips was a rising 
one The fundamental principles of mod- 
ern economic society — division of labour 
private property and free and voluntary 
exchange with a unit of value and a medi- 
um of exchange had laid firm hold on the 
peoples of the world , the obstacles to inter 
national trade had been removed by the 
eliminations of customs frontiers and pri- 
■vate privileges , the remarkable develop 
rrient and improvement of all the means 
1 and transport had clo- 

sely knit the whole world into one economic 
unit Tariffs were moderate , and the “ohau 
vinist was slow to stray outsidethe spheres 
Great Britain, the greatest 
^editor nation of these days, through the 
^ank of England and the London Money 
K j 7"^^® hum of the business world — 
□acked by the industrial power and finan 
cial strength of England was investing 
w 3,nd methodically her favo- 

urable balances m the newer and younger 
•countries for reproductive development and 
equipment in her own Dominions in Cana 
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da, Australia, New Zealand and South 
Africa, in India, in N and S. America, 
1 1 Russia and in the Far East Railways, 
ports, and docks, canals and mines, planta- 
tions and industrial ventures were freely 
fii anced In this admirable task of inter- 
national lending, she was ably seconded 
by France and to a smaller extent by Ger- 
many, Holland, Switzerland Belgium and 
the Scandinavian countries. Thus, goods 
aid services worth £300 m to £400 m 
e\ ery year found their way through a wide 
and free international loan market into 
the borrowing countries from the lenders. 
The world trade as a result of all these 
things was progressing steadily. 

This complex structure of international 
ciedit and vast amount of foieign invest- 
ments vould have been impracticable but 
foi the delicate mechanism of the gold 
standard on the monetary side evolved dur- 
ing the nineteenth centurj The two mam 
considerations for the successful operations 
of this international loan market were the 
stability of exchanges and the stabitity of 
internal prices By fixing the value of the 
unit of account of each civilised country 
in terms of gold the woild had contrived tO' 
maintain relative stability of exchanges 
1 1 d similar movement of price levels in all 
tie gold standard countries of the world 
This relative btability of exchange created 
confidence in the investors and the practi- 
cal 'working of the gold standard became 
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more or less automatic Thu's, the inter- 
national gold standard became a mere, 
“device of <5ecuring fixity of exchange 
rates and maintaining an integrated price 
and income structure over the whole range 
of gold standard countries 

Phases of gold standard — The gold stan- 
dard, as It has de\ eloped during the last 
hundred jears or so, has three forms — 1 
The Gold Sjpecie O) Currency Standard based on 
the free coinage of gold and the use of 
gold in the form of com as a medium of 
exchange 2 The Gold Exchange Standard 
based on the convertibility of the currenoj 
into a foreign currency which is itself 
preserved at panty with gold 3 The Gold 
Bullion Standard depending on the obhga 
tion of the Central Bank of Issue to buy 
and «ell gold bullion without restriction at 
a fixed price and m a fix^d quantity, and 
thus «^ecunng the free convertibility of gold 
into credit and credit into gold and pre 
venting adequately the demand for gold 
for internal circulation 

Pre War Gold Standard 

The Gold Specie Standard Featuies — The 
gold standard upto the Great War of 1914 
was a specie standard in which gold was the 
standard of value in all the countries of 
the world and a medium of exchange in 

E Gregory, Gold standard — Past Present and 

Future 

9 



130 MOUEY CURRENCY AND EXCHANGE 


all countries except India and China etc 
Coins of gold were standard coins and unlimited 
legal tender, they enjoyed free and unres- 
tricted coinage The vadue of the gold com 
as money and its value as bullion was more 
or less the same, and the rate of exchange 
between two gold using countries difjered from 
the mint par of exchange between the specie or 
gold points and was regulated through the mam 
tenance of a free marhet for gold The work- 
ing of the system was perfectly automatic 
in as much, as no resanction was put on 
the flow of gola from or into a country 
The free international market for gold, 
therefore, and its tree movement prevented 
gold from accumulating in embarrassing 
quantities in any one country at the ex- 
pense of the other An inflow of gold 
leading to plethora of founds caused the 
internal price structure to rise above the 
world price-level and, therefore, caused 
the rate of exchange to rise which en- 
couraged imports and discouraged exports 
and thus regulated the rate of exchange 
through the balance of indebtedness. An 
outflow of gold from a country had the 
reverse effect Another important feature 
of the pre-war gold standard was the ready 
convertibility of currency notes and Banh notes 
into gold coins on demand which not only 
saved the gold coins fiom wear and tear 
but also economised their use. The coins 
of other metals had a restricted coinage 
and were, therefore, mere tokens enjoying 
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limited legal tender quality. 

— The standard of ex- 

change which was a great boon to trade 
industry and commerce. It ensured that the 
price and income structure of a countru wilt 
not he out of tune with international price 
movements. \i prevented the currency authoritl 
Jrorn tailing arbitrary action which is nossiKle 
under a managed system of currency T+ 
necessitated an international co-operation for 
Its maintenance, and inspired public confi 
dence. The investing public had pinned 
Its faith to gold It had implicit fa ft 
staiihty and permanency The chiflf pq 
of theu faitl/in thrs^m lav m 
relative freedom from violent fiuctlahons \l 

tn JnT % The soaroift of 

gold helped to maintain its price at a suh 

jrT “nlr^^irrat tti“rrd“t“i-L's 

^fran|?n^rsrucK^^^ 

the develop. 

and this determines the value of the^onll 
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tarj unit itself The use of gold com 
fairj\ closely approximates to this ideal 
i he \ alue of the monetary unit cAn only 
\arj uith that of the commoditj "Uith 
which it is tied In the first form of the 
gold standard we have gold coins in active 
circulation But in all the civilised coun' 
tries of the world the active circulation 
of gold com, with a view to economise 
gold, has been supplanted by issue of curren- 
cv notes and credit Bank credit especially 
in the western countries, has become the 
principal medium of payment The main- 
tenance cf a cash reserve for converti- 
bihtj of notes is a dead loss to the bank 
to e-'Cape which the device of pooling the 
reserves or their centralisation has been 
evolved t e the creation of a bankers 
bail or Central Bank controlling both 
Guiiency and credit The issue of currenoj 
no es however, covered by a gold reserve 
with a view to meet contingencies due 
paiticularly to an adverse balance of pay- 
ments or to an adverse balance against 
a country in the world market A Central 
Bmk of Issue ha\ iig no rediscounting 
ficihties would n- urally keep a higher 
propoition of gold reserve in relation to 
Its note issue Banks with rediscounting 
facilities usually keep between 10 to 15 
pel cent of their balances The Central 
Banks or other currency authorities con- 
trolling the gold reserve or currency in 
every country are the dealers in the world 
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market for gold and undertake to buy or 
sell gold in unlimited quantities at fixed 
prices Their gold reserves, as it we’-e, 
form their stock in trade Through the Bank 
Bate of Discount the Central bank confols 
the loans and discounts of other banks and 
thus through a round about process mani- 
pulates the value of money The \ alue 
of the monetary unit or the general level 
of prices in a country depends upon tbe 
action of tbe backs in creating credit and 
the Central Bank controls the’r creation 
of credit by controlling the supply of cash 
If the Central Bank is to adopt a policy 
of never refusing to lend on sound seour ty, 
ir must be prepared to make good any 
shortage in the note circulation by lend’ g. 
If in doing so n exceeds the legal hmits 
of note issue it should keep a margin of 
Its power of note-issue in reserve or it 
■must keep a gold reserve exceeding bj a 
suitable margin the prescribed amount by 
law 

As adverted to above, the major portion 
of payments of business in western coan- 
tnes are made with bank credit and the 
banking system enables them through the 
clearing house institutions, to be clea’^“d 
or set off against one another Thus, bank 
credit 19 the pivot around which industry, 
commerce and trade cluster The Central 
Back in all gold standard countries is the 
supreme authority controlling both credit 
and currency The demand for legal ten- 
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der money comes mainly from those who 
hive no banking accounts like wage earners 
etc , because their financial transactions 
are too small The Central Bank ''upple- 
menting metallic money by the issue of 
small notes without encroaching upon its 
cash reserves, avoids the exhaustion of the 
latter and its concomitants These notes are 
freely convertible tnio gold coins and the mone 
tary unit fixed in terms of goldy the gold stand 
ard 15 maintained The demand for gold as 
a commodity for industrial purposes is 
generally too insignificant as compared to 
it« demand for monetary uses, to trouble 
a Central Bank Gold is no doubt a com- 
modity With a world market and with a 
world price to which the Central Bank has 
to conform, but there is no world monetary 
unit Gold has a different price in every 
country reckoned in the country’s own 
monetary unit In fact, the marhet for gold 
IS simply the marhet for gold standard current- 
cies wherever gold standard predominate^ A 
wo-ld price for it only exists because the 
different monetary units are related toge- 
ther by the foreign exchange market Thus 
sajsMr R G Hawtrey in his “The Gold 
Standard in Theory and Practice”, ‘ The 
foundation of the gold standard is the tying of 
the value of the monetary to the value of 

gold by fixing of the price oj gold In as much 
as gold 75 a commodity with world marhei, it 
has a world value, and therefore the gold stand- 
ard gives a world value to the monetary unit 
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tiself This world value of the monetary unit 
can only be made effective through the foreign 
exchange market ’ 

The foreign ezchctnge market is an 
organisation bv which payments to be made 
in different monetaiy units can be set 
against one another, provided different 
monetary units be valued in terms of one 
another In fact, the various foreign ex- 
change market^ of the world form a single 
internationl organisation Mostly banks who 
control the supplies and demand of credit 
instruments through manipulation of prices 
deal in these foreign exchanges and settle 
the price for every ^reign currency in 
terms -“f one another In a gold standard 
oountrv the value of gold being the value 
of the monetary unit, tne price of the cur- 
rency of one gold standard country in terms 
of that of another is the value of gold in 
the former in terms of the value of gold in 
the latter , and it can only he different 
fiom parity by a very small fraction 
representing the cost of transporting gold 
from one country to the other In other 
word«, the prices in any one currency 
of gold in different places cannot differ by 
more than the cost of transporting gold 
between the two places , and even between, 
the most distant centres it does not much 
exceed 1 per cent 

Under the gold standard system, “If the 
value of the currency of any country in 
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terms of foreign cariencies is raised, the 
effect IS to make commodities at world 
prices cheaper to consumers in that coun- 
try , and to stimulate imports , at the same 
time, the cost of production of exportable 
products IS increased in comparison with 
the cost of the same products abroad, and 
exports are checked " In other words, 
It becoms a country in which it is more 
profitable to sell than to bu>, hence, 
imports increase and exports decrease. 
This increase in imports increases the 
•demand for foreign curTencie= while the 
decrease in exports decreases the supply 
and equilibrium is ultimately restored 
by exports of gold for the balance from 
the reserves of the Centra! Bank of 
the country which has to defend its gold, 
regulating the value of the monetary unit 
in terms of wealth through its Bank Rate 
The guard against the exhausixon of the reserve 
%s essential to the maintenance of the gold 
standard Similarly, a reduction in the value 
of the country’s currency in terms of foreign 
currencies would stimulate exports and 
check imports, because in that case, it 
becomes more profitable to buy from, than 
to sell to, that country In either case the 
alteration in the price of the currency tends 
to bring about a state of equilibrium more 
or less automatically. Thus we find that 
the significance of the gold standard lies in 
making the foreign exchange market an organi- 
sation for the clearing of international debt 
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Gold Exchange Standard It is a practical 
device for economising the use of gold in 
-the gold standard Under this system the 
internal currency consists of silver and 
currency and bank notes which are con- 
vertible into sold at a fixed ratio for 
■foreign purposes only Gold does not come 
tnio active circulation It is just like the 
adoption of the pavment of balances bet- 
w een banks at the clearing hou«e by cheques 
instead of with money “In international 
monetary affftirs gold IS used as a medium 
of exchange not between differ commodities 
directly, but between different currencies" 
In this case the right to receive gold serves 
the same purpose as gold itself The central 
reserve here is held in foreign currencies and 
not in gold It is argued that the holding 
of a gold reserve, when an interest bearing 
reserve of bills will serve the purpose as 
well IS a loss and a burden , and since 
the value of gold in terms of wealth depends 
■upon the demand for it for monetary 
reserves to so great an extent, this method 
seriously threatens its stability in value 
‘ Gold coin IS in fact on imperfect application 
of the gold standard lU use leads to uncer 
iainty and variations tn its nominal gold value 
through the imperfection and the wear 
and tear of coins The essence of the gold 
exchange standard is the provision of a cheap 


3 R G Hawtrev The Gold Standard in Theory 
and Practice 
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cut rency consisting of token coins or notes and 
the maintenance of the value of that currency 
as near as practicatle to a fixed parity with 
gold It involves governmental interference 
with monetary and credit conditions to an 
unduly great extent The government by 
manipulating exchanges and strictly regu 
lating the internal currency according to 
its own needs usually rather than those 
of business^ maintains the parity with 
gold through the provision of adequate 
reserves in gold bullion or its equivalent 
in bills on one or some of the gole stan- 
dard countries This reserve is normally kept 
in a foreign centre with whose currency umt 
the currency of the country is linked^ e g 
India's gold reserves were Kept in Londdn, 
those of Japan before the War chiefly 
in London and Paris and those of Philip- 
pines in New York etc A parallel reserve 
in the token cm rency and silver called 
Paper Currency Reserve in our country 
was also kept to meet demands of foreign- 
ers for payment to nationals of the country 
The go\ eminent here is not legall5’^ bound 
to buy and sell gold at a fixed rate as in 
the genuine gold standard Moreover, for 
the successful opeartion of the standard 
the parity value of the silver coin is usually 
fixed higher than its intrinsic value to make 
expansion and contraction of currency 
conveient when necessary For example, 
the Indian rup=e is a token com whose 
face value is far higher than its intrinsic 
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value and it is not freely coined in fact 
it IS a note ■printed cn stiver 

Whene\ er the demand for foreign remit 
tances tends to force the exchange rate 
a'way from the fixed parity the government 
sells foreign exchanges The remittances 
are paid for m note«= or silver, as the case 
mckj be, this leads to contraction of internal 
circulation increasing the value of the 
monetary unit and tends to restore the 
exchange to parity These are paid from 
the gold or exchange reserve*- in the foreign 
centre thus reducing the government balan 
ces of gold or gold exchange Conversely, 
when the demand for remittances from 
foreign countries to the gold exchange 
standard country increases and tends to 
raise the exchange above the fixed parity, 
the government then sells remittances 
homeward drawn on the state treasuries 
or agencies and payable in silver or papei 
Their payment then leads to an inflation 
of internal circulation, to a fall in the 
value of the monetary unit, to normal 
exchange rate and to the increa'^e of gold 
or exchange reserve in the foreign centre 
Thus, the ultimate result is the same as 
if gold has been exported or imported In 
this system emphasis ts laid more on the 
stahihty of exchange and in theory the 
government is supposed to intervene only 
when the exchange has diverged from 
parity sufficiently to make the move- 
ment of gold profitable. The system was 



140 MONEY CURRENCY AND EXCHANGE 

introduced in India in 1893 where it func 
tioned with a fair degree of success till the 
Great War , in Russia m 1894, and later on 
in Japan, Holland, Austria, Hungarj and 
the Philippines JBefore the war the 
system operated successfully everywhere 
and after the war on reorganisation, 
Austria Hungary, Belgium and Germany 
adopted the principle of the system for 
stabilising and mnintatning their rat-s 
of exchange with gold standard countries 

An exchange standard works efficiently 
BO long as conditions in the foreign country 
in whose currencies the reserves are held 
are normal but it is never always so 
tear or deprtctation %n currency moraiorium 
01 control of exchanges may upset %t or 
the marltet for securtites may become dis 
organised or blunders on the part of authorities 
controlling the foreign currency may interfere 
Por example, the tying down of the Indian 
Rupee to the chariot i heel of Sterling com- 
pels the Rupee to sink and swim with it 
These were the two forms of the Gold Stan 
dard prevalent before the War 

Gold Standard daring War and the 
Post War period 

War and the Ruin of the gold standard — 
The gold standard upto the outbreak of the 
G'-eat War satisfied all the desiderata of a 
sound system of cuTTency vis stability, 
elasticity, simplicity, automatic working, 
and the ready convertibility of the token 
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currency into standard money on demand 
and the investors had pinned their faith 
to It They had come to look upon it as 
the most stable system which human 
intelligence could e\olve But the faith 
of the investing public in the stability and 
permanence of the gold standard received 
a rude shock when the Great War broke 
out. It gave a tremendous shock to the 
international monetary and financial or- 
ganisation which was epitomised in the 
gold standard and left behind it the long 
legaci of financial crises, unprecedented 
inflation cd currencies, abnormal rise in 
prices and, a complete breakdown of the 
domestic and foreign exchange machineries 
of parcticaliy all the countries of the world 
The abnormal circumstances of the 
War, the necessity foi large quantities of 
money in circulation to expedite produc- 
tion and distribution of commodities essen- 
tial for the prosecution of the war, and 
the difficulty of raising sufficient revenue 
from taxes led to inflation of currencies in 
all combatant countries on an unprece- 
dented scale The free movement of gold 
which had been responsible for the main- 
tenance of stability in the foreign ex- 
changes was stopped. Practically every 
country put an embargo on its export and 
therefore the international market for 
gold and gold exchanges was disorganised 
Prices rose very high First of all, the 
price of gold rose, then wholesale prices, 
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then cost of living, then retail prices and 
then ultimately wages had al«o to be raised 
Rents and interest also rose Artificial 
scarcity caused by the abnormal conditions 
of tbe war in export and import trade and 
by the pre occupation of the governments 
and the people in the production of war 
materials, and the shortage of shipping 
tonnage and sub marine menace, led to a 
very heavy rise in the genera' level of 
prices There was a boom in all sorts of 
productive activities Industrialists and 
businessmen made roaring profits and tbe 
standard of living was raised artificially 
All the familiar phenomena oi inflation 
were visible The rise m gold prices and 
embargo on gold exports dislocated ex 
changes and caused a good deal of specula 
tive activity 

After the cessation of hostilities, tbe 
war time boom was followed by a severe 
slump and trade depression, deflation of 
currency and credit, falling prices, un- 
employment and bankruptcies, etc The 
unexpected and violent fluctuations in 
prices and foreign exchanges discredited 
the gold standard and the system began to 
be criticized by eminent economists, ban- 
kers and financiers , and an attempt was 
made to canvass the world for the over- 
throw of the gold standard and its replace 
ment by a more stable and scientific system 
of currency The chaotic conditions of 
currencies, however, necessitated their 
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•stabilisation as the first and foiemost thing 
in currency reforms in the post-war 
period 

B^storaiton vs. Beplacement . — Since 1922 
international conferences under the auspices 
of the L'^ague of Nations mooted the ques- 
tion ot stabilisation of the currencies and 
the restoration of tbe gold standard. 
Broadly speaking, there were two schools 
of thought, one advocating the restoration 
of the gold btandard, and the other, its 
abandonment and replacement by a scienti- 
fically managed system of paper currency 
The first school was represented by Prof. 
Gustav Cassel and others and the second 
notably by Mr J. M. £eynes. Mr Keynes 
was the most implacable opponent of the 
restoration of tbe gold standard and he 
denounced it in his classical phrase 
is a barbarous reXxc of the past".* According 
to him, It was not necessary that the same 
commodity should be a medium ot exchange 
and a measure of value Even in the 
pre-war period the internal circulation in 
most countries consisted of notes and 
deposit currency or cheques and gold coins 
seldom came into active circulation They 
were simply kept in reserve to insure 
against dangers of over-issue and to con- 
vert notes on demand. In this way the 
use of gold was confined to the reserve and 
there was an economy and saving in wear 


A Tract on Monetary Reform. 
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and tear Gold standard was an expensive 
system of currency unsuitable for the nations 
of Europe impoverished and exhausted by war , 
and people in them were so much used to 
the paper curreiicj that the u^e of gold 
coins in day-to daj transaction was consi- 
dered a sign of backwardness The chief 
quality of money being its universal accep 
tability, anything can serve the purpose of 
money which commanded universal accep 
tabihty, provided it was clothed with legal 
tender quality by the government Paper 
monej , on account of the government sanc- 
tion behind it, fulfilled this condition The 
dangers of over-issue could be guarded 
against by adequate provision of reserve** 
and by restricting the powers of the issuing 
authority for the supply of emergenov 
currency Mr Keynes also proved by 
historical references how the much talked- 
ot stability ot prices and exchanges undei 
the regime of the gold standard was in 
reality untrue But the public in geneial 
had been so much used to the gold standard 
that they attached a sanctity to its res 
toration and their sentiments were in it«- 
favour 

Stabiliiatioi 

Deflation vs Devaluation — The problem of 
stabilisation was, therefore, «oIved by a 
restoration of the gold standard An acute 
controversy raged round the i«sue wether 
the currencies were to be stabilised on 
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their pre war panties or at new panties 
of exchanges warranted by the existing 
structure ot incomes and prices In other 
w ords, the controversy was whether stabi- 
lisation should be brought about by defla 
tion 0- devaluation The return to the 
pre war pArity meant deflation and the 
stabilisation at new parities meant deva- 
luation Deflation implied a contraction 
of the circulating media with a view to 
a reduction in the price and income struc 
ture to such an extent as to bring about 
the parities of currencies existing at the 
eve of the War, whereas, devaluation 
implied a reduction in the metallic content 
of the com as fixed by law for minting 
purposes by an Act or Statute of pAtiia- 
ment to make it accord with the existing 
level of prices or its purchasing power in 
terms of commodities, thus to estabhah 
new panties and stabilise the currencies at 
them 

The adoption of deflation meant a tedious 
and long process of currency contraction 
with its evil effects vtz appaciation of 
money, fall in the level of prices, depres 
sion ID trade and production, increased 
unemployment, rigorous retrenchment and 
economies, losses to debtors and business- 
men and violent fluctuations in exchanges 
The psychological effects of deflation would 
be all the more disastrous In spite of its 
drawbacks, however, some countries, Eng 
land being the most important among 
10 
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them, stabilised their currencies at pre- 
war panties by deflation, and thub restored 
the gold standard Subsequent history has 
shown that the much desired stability of 
exchange was purchased by such countries 
at a high price and many critics have 
attributed the fall of the pound and the 
decline in the export trades of England 
after 1929 to the fixing of the pre war 
parity of exchange 

Other countries, notably France, adopted 
a policy of devaluation for stabilising their 
currencies whereby the gold content of the 
currency was reduced from its previous 
weight fixed under the mint law This 
had the advantage of saving the country 
from the evils and horrors of deflation 
Moreovei, it was easier to stabilise a cur- 
rency at Its new purchasing power than it 
was in a process of deflation However, 
devaluation had also its disadvantages 
The value of the currency was no longer 
tied to d fixed quantity of gold but had to 
change constantly with every change in its 
purchasing power “The rubber was 
shifted from its value to its weight This 
necessitated a corresponding change in, 
and regulation of, its exchange ratio It 
was a Iraud perpetrated on Jong-term credi- 
tors who stood to lose in repayment of 
loans by the debtors. It necessitated the 
maintenance of bcientifically prepared and 
regular index numbers of prices 

At a time when an unprecedented infla- 
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-tion of currency had led to the supplanting 
■of metallic money by inconvertible paper 
currency it was very difficult to find out 
the parity of exchanges between two count- 
ries for the purpose of traae and stabilisa 
tion The diffi. ulty was farther increased 
on account of the constant fluctuations of 
prices in regimes of paper currency To 
solve the difficulty Prof Gustav Cassel 
developed his famous theory of purchanna 
power parity The essential elements of the 
theory are, the purchasing power of the 
currency is measured in terms of commodi 
ties index numbers are ihen to be prepar 
ed showing the fluctuations in ihe value of 
■Jhe currency from the war , the year 
W13-14 was to be taken as the base year 
tvherefrom the relative changes in the 
values of currencies of two countries were 
to he compared with the base year and 
their ratios were to be determined accord- 
ing to the proport on or degree of change 
in their purchasing powers in their respel 
tlve countries In this way the ratio of 

to“he”l° currencies was 

to be fixed This ratio is called the pur 
Chasing power parity ^ 

Reiloralion of the Gold Standard 
ihe gold standard was restored m 
^ngland in 1925 and in India in 1927 But 

lint ^ Jundamentally dif. 

ferent from those of the pre war gold 
fitanaard To avoid the pitfalls of both 
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the specie and the exchanp:e standards and 
to economise the use of gold, the Gold 
Bullion Standard was established. 

The bullion standard was the invention 
of Ricardo and was adopted in the Act of 
1819 but did not come into operation. The 
Gold Standard Act of 1925 revived it in 
England by suspending the free coinage of 
gold and conveitibiliiy of Currency and Bank 
of England notes into gold coins and by obliging 
the Bank to sell gold in 400 oz. 11/12 fine at 
at the rate of £ 3- 17. 10^ per ounce. An 
interesting feature of the Act was that 
sovereigns had then become convertible 
a^t the Bank of England into gold bullion 
at a parity on the same terms as currency 
notes and it was therefore no longer neces- 
sary to meet them except when small 
quantities of gold were required. Thus, the 
■main purpose of the G. B. 8. teas the prevention 
of gold from getting out of the Bank'sreserve into 
the pockets of the public to he utilised as cur- 
rency. 

The international conference at Genoa 
in April 1922 laid emphasis on the co- 
operation of the central banks of issue of 
the principal countries in regulation of 
credit with a view to prevent undue fluc- 
tuations in the purchasing power of gold 
bv undertaking to buy and sell gold at 
their respective fixed prices without limit- 
It further lecommended that a conventiou 
:to centralize arid co-ordinate the demand 
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•for gold and avoid competitive efforts to 
-secure reserves should be made, and an 
economy of gold was to be attained by 
a system ot reserves in the lorm of mutual 
foreign balances An international clear- 
ing system si ouJd be established and the 
Central Banks should organise a future 
market lu foreign exchanges Any country 
rot poS'Cssing a Central Bank should es- 
tablish It It was in pursuance of these re- 
commendations that England adopted the 
G. B S In India also in 1927, on the 
recommendation of ihe HiUon-Young Com- 
mission, the gold bullion standard was 
introduced 

T/iws, the pnot of the whole system here is a 
•Central Bank confroHing both currency, and 
credit, atabiUsing exchange and interna- 
tioiiil prices, and serving as a custodian 
of a country s banking and credit interests. 
It IS par excellence a bankers bank. This 
standard is free from the defects of the gold 
specie standard. There is economy of gold 
because there is i o gold in circulation 
and there is a central reserve replaced in 
ciiculaiion by paper money or tokens If 
the entire needs of the community for legal 
tender mon^y are met by these, the gold 
reserve is required only for meeting an ex- 
lenidl demand Before the War each Cen- 
tral Bank regulated the value of its o'wn 
country s currency units to keep its gold 
holdings up to the prescribed limits. In 
this way all the currency units were kep+ 
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near gold panties. “The value of every 
currency in relation to every other was 
appoximately fixed, but the value of all in 
terms of commodities varied, because the 
value of gold varied.’’* Each country 
thought the value of gold being determined 
by forces beyond its < oiitrol, but in reality, 
these forces were simply the effects of the 
monetary demands of the different coun- 
tries themselve® If the Central Banks 
CO operate together they can control these 
monetary demands and “the value of gold 
will contorm to the value of the currency 
units instead of the value of the currency 
units conforming to the value of gold ” To 
gam this object the Central Banks must 
buy and sell gold at their respective fixed 
p^'icet without limits Hence, the advocacy 
of the gold bulion standard 


Pre Wer VS Post-War Gold Standard 


PRE WAR 

J GoM i« a ni«diuio of 
exchange and a tnea 
sure ot value i a, gold 
IS coined iieey and 
coins of gold ar*- sian 
dard coins and circu 
late 

2 Notes are conver'i&le 2 
oi) demand tnio goW 
coins 


POST-WAR 

I Gold IS a measure of 
value but lOt « medt 
um of ezcbange Gold 
IS not corned and 
coins of gold do not 
circulate 

Notes are convertible 
into gold buKiaii and 
not coins and that too 
in quantUips of not 
tess than 400 oz bars. 


*Ji. G HaMrey 
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3 Gold i<? obtainable 
freely in anv quantity 
for interna] or exter 
nal u^es 

4 It is an automatic I 4 
svstem of currencv | 


5 It lays more emphasis 5 
on stability of exhan 
ges rather than stabi 
lity of internal prices 


3. Gold is obtainable free- 
ly onlv in bars of 400 
oz either for internal 
or external purposes 

It is a ‘managed sys- 
tem of currency con 
trolled b« the Central 
Bank 

It lays more emphasis 
on stability of prices 
rather than stability 
of exchanges 


Thus, we find that the gold bullion stand- 
ard is different from the gold specie stand- 
ard in various ways, but in its fundamen- 
tals it IS as good as the specie standard 
nay, it has all the advantages of the old 
standard and at the same time economises 
the use of gold by withdrawing it from 
circulation and thus saving it from wear and 
tear There is a saving in the cost of min- 
ting because the currency consists mostly 
of paper tokens The gold in reserve is 
more serviceable in strnegthening of ex- 
change than gold in circulation. More- 
over the quantity of gold in reserve is much 
less than the required quantity for circula- 
tion and thus a release of gold from cir- 
culation enables a larger number of coun- 
tries to adopt the gold standard The eco- 
nomy and saving in gold thus achieved 
increase the investments of a country adop- 
ting gold bullion standard and add to its 



152 MONEY CURRENCY AND EXCHANGE 

sources of income Its stability is, how 
over, based on the confidence of the public 
in the soundness of the financial position 
of the authority issuing currency 

Breakdown of the Gold Bullion Standard 

The stability of exchanges, and of 
trade, production and employment, conse 
quern upon the restoration of the gold 
standard in its new phase was very short 
lived During J925 29 the curve of pios- 
peruy was ascending and the world was 
settling down to normality after a prolon- 
ged period of disturbance as a result of 
the War and its aftermath But this was 
given d sudden and violent shock in 1939, 
and the world had 10 passthrough another 
■unprecedented economic bhzzard sweeping 
across the world and enveloping eiery 
country in it The WaU Street crash of 
1929 and the collapse of the worl i pnces 
followed by the failure of the Credit Ans 
talt in 1931 heralded the depression and 
the gold bullion standard was knocked down 
in England in 1931 and some countries 
followed her soon and others later on 

So far as England was concerned, the 
restoration of the gold standard and its 
stabilisation at the pre war parity with the 
Dollar had led to its overvaluation by 10% 
between 1925 31. This made the English 
economic system unstable and precarious 
Export industnes and trades were at a 



GOLD STANDARD 


153 


disadvantage, and the overvaluation of the 
sterling had intensified foreign competition 
in the home market Profits in certain 
trades were reduced which in turn dimi 
nished the Government revenues The 
Government therefore had to follow an 
impossible task of keeping money easy to 
help revival of trade and trying to reduce 
theoverv aluation of the pound by tightening 
monei Under such circumstances only a 
few indusiTies were prospering and a raajo 
Tity of them were experiencing depression 
In 1927 the Bank Rvte wa«i reduced to 4J% 
in London and it remained there for two 
years In spue of an unemployed figure 
of 1 009 000 business was not bad stock 
exchange was active and prices oi securities 
steady But commodity prices showed » 
slight fal) America wa-> also following an 
easy money policy to help the lestoratio i 
of the gold standard in other countries 
which were demanding gold to strengthen 
their reserves This deliberate policy of 
cheap money Y Reserve Banks rate 
was 3|%) led to speculation Economic 
conditions in home country lequireda policy 
of dear money and a check to speculation, 
but conditions outside demanded a policy 
of easy money to avoid a further accumula- 
tion of the already excessive gold stocks 
in the country After stabilising the franc 
Prance was also becoming a competitor 
for the world s gold and began to accu- 
innlate it in the vaults of its Central Bank 
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The N. Y Reserve Bank authorities under 
the<«e circumstances delayed in raiding the 
bank rate Englai d w is following a similar 
policy of cheap money at home to encour- 
age trade and reduce unemployment, and 
tight money pohc> to check stock exchange 
boom in the London money market In spite 
of the ultimate raising of the N Y rate 
to 5^, the call rate shot up to 10,15, 20%. 
without appreciably checking the demand 
for loans Such high short money rates led 
to the investments of funds from outside 
in large amounts, and this flow of short 
funds was rapidly followed by an apprecia- 
tion of the dollar exchange and an import 
of gold London in the first week of 
February 1929 lost £3m The Bank Bate 
in London was then raised to 5^% to stop 
the efflux of gold and stock exchange boom. 
Call rate in New York still remained hiuh 
and the Bink Rate was only tardily raised 
to 6% when it was too late Then followed 
in England the failures and criminal pro- 
secutions of many speculators on the stock 
exchange »nd on September 26th the Bank 
of England was compelled to raise the 
Bank Rate to to check the loss of its 
gold to America, France and Germany and 
to remove the diffieultj of getting treasury 
bills taken up This stopped the flow of 
funds to America, but it aho led to the 
crash by giving a mortal blow to the stock 
exchange boom there Stock prices began 
to fall there heavily in November, and, by 
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the end of 1929 the level of stock market 
prices were brought down to 50% causing 
a large number of bankruptcies among the 
speculators 

This collapse of the Wall Street preci- 
pitated the general depre«»sion in trade 
By Februa^^ 1931 the wholesale prices in 
England feil by 26% and unemployment 
increased from about IJ m to 2| m 
approximately Conditions were worse in 
Germany and USA Then the primary 
products all round the world were most 
badl> affected This economic depression 
was due to many causei- “Loss ot confi- 
dence wide and growing disequilibrium 
between prices andcoMS, abortive attempts 
b\ tariffs, restrictions and pools to stem 
the falMn puces , ihe burden of war debts 
both internal and external increasing daily 
with ef’oh fall in pnces, the bankruptcy of 
stable trades and even of nations due to 
the collapse in the puces of their main 
products’ — these and others have been cited 
as the causes of the depression But it is 
difficult to ‘■ay how far these were the 
causes or the results of the depression, 
and their discussion need not be attempted 
here 

There has been a great controversy 
round the question whether the depression 
w^as the outcome of the restoration of ihe 
gold standard or it was the operation and 
management of the gold standard which 
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was responsible for the depression As a 
m«itter of fact the depression v, as due to 
two sets of causes monetary and non- 
monetary , and, among the monetarv causes, 
the operation of the gold standard in the 
post-war period octupies a very important 
place 

It w is but natural th it the restoration 
of the gold standard in general would lead 
to a downward trend of world prices High 
prices before stabilisation were the outcome 
of inflation ind, as stabilisation at pre- 
war parity meant deflation, the pr ce-level 
must come down to some extent The 
fre^h stocks of gold since then, and the 
economies affected in gold through the 
adoption of gold bullion and gold exchange 
standards in some countries, released a 
larger stock of gold to be kept in the reserves 
of the central banks so that the prices in 
the post stibihsdtion period would have 
been higiier than the pre-war level How- 
ever, all kinas of prices did not readjust 
themeselves in this, wav Commodity prices 
no doubt got adjusted but rents, interest 
on long term internal and external loans 
of all kinds, wages and salaries etc did 
not so easily and readily adjust themselves 
to the changed conditions Retail prices 
practically remained the same and so did 
the cost of living It was thus the primary 
products and raw materials which had 
to bear the whole brant of the readjustment 
and theie was an ever widening gap between 
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tbeiT pucefa and cost®. It ^as this very 
rigidity of costs and ivages ■which created 
difficulties for the English export trades 
and intensified the overvaluation of the 
pound. 

Then the gold resources of the world were 
unevenly distrituted over vartons countries. The 
War had left U S A as the creditor country 
of the world, 'where, on account of the henvy 
purchases made by the belligerents, a huge 
quantity of gold had got accumulated. 
Then her tariff policy, which shut out 
loreign goods, prevented the debtors from 
paying back the interest and sinking fund 
instalments by exporting goods to her 
territory. This intensified the accumula- 
tion of gold in the post-war period. Then 
her debt policy of noi lending to foreign count- 
ries, but investing the surplus funds in the 
economic development of the country itself, 
and sterilising the gold, prevented her from 
playing the “gold standard game’' v. e , 
lending freely to foreign countries and 
preventing an excessive accumulation of 
gold 'Within Its territory, to the detriment 
of other countries. This was 'what England, 
the pre-war creditor country, had been 
doing before the war together with France 
eic., and that is why the gold standard 
had been successfully maintained. Then 
finally, the Wall Street 'boom had also led to 
accumulation of gold there. In the post-war 
period France also became a competitor for 
gold with America, and, on account of her 
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tariff policy and the growth of aggressive 
economio nationalism, she also accumulated 
a huge quantity of gold which she received 
in payment of the war debts and reparations. 
France was prepared to invest abroad and 
encouraged her investors to do so but the 
unsettling cor ditioos of 1930-31 deterred 
them from doing Thus, about 2j3rd of 
the world's gold had accumulated in America 
and France each one ol which had followed 
a policy of sterilising gold , protectionist tariff, 
and encouragement of exports which must 
accumulate gold A.s>01u«-dnd Crump re- 
mark concerning U S A “A country that 
will not buy loreign goods, that continue# 
to collect her debts and which will not 
or can not invest money abroad, must if 
she wishes to maintain her export trade, 
end b^ accumulating gold.”^ 

As the depression advanced, there was 
Joss of confidence A spirit of pessimism 
had cjught the people and this slowed 
down the velocity or circuiation of money 
and credit. They were not prepared to 
spend or invest. This caused an accelerated 
fall in prices and a phenomenal fall in 
interest rates. In 1931 the Bank rate in 
London was 3%, in New York it was 2% 
and in France aLo 2% How paradoxical 
it was that while the depression was 
attributed to a sboitage of gold, there was 
such a plethor i of loanable funds as to 
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bring down the rate for short term bills 
and loans to 2 and ZJ% in important 
centre'' This was due to the kss of public 
•confiaence 

Owing to the over-valuation of the pound 
the investments of England overseas were 
greater than her excess of exports over 
imports This she did by exporting gold 
and by raising short term loans. She 
was “boTiowing short and lending long 
According to the MacMillan Committee 
she had borrowed between 200 to 300 
million pounds in 1931 Thus, the position 
:n England in 1931 \vas> as follows ‘ The 
pound was over-valued, British wages, pro- 
duction costs and the cost of living had 
lemained rigid at a time when world prices 
were tumbling down, gold was flowing out 
of the country, and stability of the ex- 
change^ and the gold standard itself were 
only maintained by the presence of foreign 
short-term funds in London ’ This proved 
to be the vulnerability of her financial 
strength. At a tune when the io'-s of 
confidence was in the air and the world 
was heading towards a crisis and an ine- 
vitable disaster, the ‘presence of foreign shorts 
term balances proved ike greatest difficulty and 
this proved as the most potent cause of the 
break down of the gold standard there lb ere 
were only two courses open one to reduce 
wages, costs and internal prices and the 
other to go off the gold standard On 
account of the strength and temper of the 
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trade union movement the first was not 
possible and therefore she adopted the 
second course. 

The fall of Credit Anstalt in Austria led 
to the suspicion about the stability of 
Germany which caused i run upon Ger- 
many’s foreign assets and gold balances 
so that by the middle of June the Reichs- 
bank had to choose between drastic 
credit restriction and the abandonment 
of its 40% reserve ratio Then came 
the Hoover moratorium for one year 
suspending the payment of war debts and 
reparations and the receipt of credit of 
100 m dollars from other central banks 
by the Reiohsbank, but by the middle of 
July in spue of this help the German Bank 
had to suspend payments. Then the distrust 
of the world in the stability of England 
increased further on account of her budge- 
tary deficits and commitments in Ger- 
many The over valuatton of the pound and 
the consequent dislocation of the favourable trade 
balances had also led to the reduction of govern- 
ment revenues which was intensified in the 
depression, but the expnditure could not he 
brought down The unemployment insur- 
ance scheme of the Government when the 
depression was increasing every day the 
number of the unemployed and increasing 
the cost of maintaining the unemployed^ 
had led to serious difiRcuIties. By 1931 the 
Insurance Fund had run heavily into debt 
and as a result of this while the budget 
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was balanced government expenditure ex- 
ceeded government revenues Jhe investj- 
gations of the May Committee confirmed 
the weakness of the national finances of 
England* Unfortunately the report of the 
Committee v, as published in the middle 
of the German insis and this led to the 
belief of the foreign peoples that the Bn tish 
Government was bankrupt and the City 
of London haa lost millions of pounds in 
Germany H*=‘nce there followed a sudden 
withdrawal of huge funds from London 
chiefly to France and to other countries 
also This caused the exchanges to depress 
ard he try gold shipments to all centres 
except New York which declined to draw 
gold as a friendly co-operation. By 29th 
July in three weeks the gold reserves of 
the Bark of England fell from IGira. 
to £132m and the Bank rate was gradually 
raised from 2i%to41%, ihe reserve in the 
Banking Department fell to £33 9im, and 
the “Proportion” to 32|% To meet the 
situation the fiduciary note limit was raised 
from 260m pounds to 475m. pounds and 
remaiQed in force till 1933 and New York 
Be'^erve Bank and Ba 'k of France granted 
a credit ol £25ni. each in their respective 
currencies. However, the dram fiom 
London could not be checked and within a 
fortnight the Banks’ credits were on the 
brink of exhaustion Both France and 
America refused to lend more until the 
budget was balanced and finances improved 
11 
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by retrenchment and economies on the one 
hand and higher taxation on the other On 
Its refusal to do either of these things the 
Labour Government had to go out and a 
National Government came to power with 
an assurance to balance the budget Then 
by the end of August both France and 
America between them lent a credit of 80m 
pounds but in spite of this the withdrawal 
of funds from London could not b^* checked 
The overvaluation of the sterling which still 
persisted^ the belief that British had large funds 
chohed up in Germany on account of the German 
standstill agreement, and the unrest in the 
British navy caused by reduction in pay mien 
sified the loss of confidence Thus, by Si^ptem- 
ber 20, 1931, when more foreign credit could 
not be raised, and the gold reserve had 
reached the limit of safety and since the 
middle of July more than 200m pounds had 
been withdrawn from London, the Govern- 
ment suspended the operative clause of the 
Act of 19^5 which required the Bank to sell 
gold at a fixed price, so that the gold re- 
serves might not be furth r depleted Pur- 
chases of foreign exchanges or transfers of 
funds except for legitimate trade purposes, 
for reasonable travelling or other personal 
purposes and for contracts existing before 
21bt September, were prohibited The Bank 
rate was raised from 4J% to 6%, and the 
Stock Exchange was closed for two days 
Thus England went off the gold standard 
and as a consequence, the pound sterling 
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becaTne undervalued, and gradually the 
British prices began to improve and her 
foreign trade and industries got a breathing 
time Similarly, India went off the gold 
standard on September 21, 1931 and Banks 
opened after a holiday for three days Now 
both of these countries have the Sterling 
Exchange Standard in which the pound 
sterling is the standard of value 

Gradually, the gold standard was sus 
pended in other countries also and 1933 
It had cea«ed to function in practically all 
the important countries There is no possi 
bility of its revival in the near future 

Tc s«wman«€ — The mam causes of the 
breakdown of the gold standard generally 
were (a) War debts and reparations “ The 
increase lu int'^rnitional indebtedness was 
a legacy of the wir and necessitated the 
“transference of wealth from one country to 
another on a very large sc ile and caused 
disturbing gold movements (b) Mai distri- 
bution of the gold supplies of the world 
Between 1939 31 world’s total monetary 
gold stock increased by 8% while the 
holdings of France and USA increased 
and 74% respectively and the stock 
of the v,orld decreased by 32% (c) Tariffs, 
quotas, import boards, rings, pools, cartels, 
and trusts and other sorts of restrictions 
on output and the consequent meddling with 
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■the price mechanism and its regulator^ 
the free competition, (d) Growth of a 
policy of aggressive economic nationalism 
and autarchy followed by some countries, 
(e) The failure of America and France to 
play the gold standard game (f) Lack of 
international co-operation among the 
Central Banks, and (g) Political distur- 
bances consequent upon the Treaty of 
Versailles 
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of currency systems prevailing in the 
world } The dealings that are carried on 
between different countries by way of 
exports and imports of merchandise etc , 
give rise to the foreign exchanges The 
different countries of the world have diffe- 
rent systems of currency , and the nationals 
of every country want to be paid in terms 
of their own currency and not in foreign 
currencies , but the fo^igners can pay in 
their own currencies therefore, there is 
the necessity of a mechanism with a 
number of institutions for exchanging the- 
cuiiency of one country in terras of thequr- 
rency of the other to effect the pavraent 
from the nationals of one country to those of 
the other /That is why Hartley Withers has 
defined foreign exchange as “the art and 
sceince of international money-chan- 
ging.’ * 

VThe exports and imnorts of a country, 
to use a book-keeping terminology, are 
like debits and credits which are set off 
against one another through the mecha- 
nism of the foreign bills and the excess 
one way or the other alone is liquidated 
in specie or gfld^ Payments to foreign 
countries are usually made either by sending 
goods abroad in exchange, or by export 
of specie or gold, or by bills and drafts Of 
these three well-&nown methods of making 
payments to foreigners, the last one is the 
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/Cheapest, most convenient and the most 
popular. The transport of specie is very 
expensive, inconvenient and risk^ The 
sellers of vaiioua countries usually dri.w 
upon the foreign buyers 60 or 90 days after 
sight bills and attach a number of docu- 
ments to them an invoice, a copy of 
the bill of lading (embodying the contract 
of afireightment and serving like a railway 
receipt in inland trade, as a document of 
title, the production oi which entitles the 
importers or their agents to take delivery 
of the goods from the captain of the ship), 
a copy of marine insurance policy and a 
letter of hypothecation (pledging the goods 
as a security for advance from the bank 
and authorising it to dispose of the goods 
in the foreign market if the importers fail 
to take delivery or accept or pay the bill 
as the case may be, and undertaking to 
indemnify the bank if it sustains a loss 
thereby) These bills are usually drawn up 
in sets of three and are either on D A or 
D P. terms The former means documents 
against acceptance and the latter docu- 
ments against payment. In the first case, 
the documents of title are to be surren- 
dered to the importer only when he has 
accepted the bill, and in the latter case, 
only when he has paid the bill The ex- 
porters, however, cannot afford to wait 
for such a long time for the payment of the 
goods and lose interest on their capital 
invested in the goods Therefore, they 
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(discount these documentary bills with 
banks or discount houses carrying: on the 
business' of bill broking and discounting. 
There are regular markets in important 
commercial centres for the buying and 
selling of such bills Bills of exchange and 
other commercial credits form the stock-in- 
trade of these markets and the dealers in 
them are banks etc Like ordinary commodi- 
ties the prices of these bills axe dertermined 
by their conditions of demand in relation 
to supply. If the supply of the bills on a 
certain monetary centre increases, other 
things being equal, their prices would go 
down, and a decrease in supply wil) causa 
arise in prices. If the demand increases, 
other things being equal, then their prices 
will go up, and if the demand decreases 
the prices will go down The price at 
which such bills in a country on a parti- 
cular foreign centre are bought and sold 
at a certain time is called rate of exchange ’ 
The buyers or importers of the country 
who have got to make payments to foreign 
creditors purchase these bills from the Bill 
Markets through their banks and send 
them in discharge of their debts to the 
foreigners Through the mechanism of the 
bills therefore exports serve to pay for 
imports 

The theory of the exchanges or the Settlement 
of Debts through bills —To illustrate the 
operation of a bill of exchange in the 
settlement of debts let us assume that 
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India and England trade together and that 
each of them buys goods of the same 
amonrit from the other Suppose A in 
Bombay sells ray cotton worth Rs. 1,000 
to 3 in Liverpool, and that C in Liverpool 
has sold cotton piece goods worth Rs, 1000 
to D in Bombay That is to say, A is 
the Indian creditor and D is the Indian 
debtor, G is the English creditor and B 
IS the English debtor, ana that the amount 
owed both ways is equal A the Indian 
creditor, will not accept pounds sterling 
from B in payment for his goods, nor G, 
the English creditor, will accept the tender 
of Rupees from the Indian debtor B, 
Therefore, the importer 3 in LiveiDool and 
the importer D in Bombiy mu!»t remit 
gold worth Rs 1000 either way across the 
seas so th it the specie or go d will have 
to travel hilt way across the world end 
back agdin This will entail heavy ex- 
penses on transport and insurance. But 
all this expense and inconvenience can 
be avoided by making payment through a 
bill. The theory of exchanges says that 
as each of the English and Indian debtors 
has to pay Rs 1,000 and each of the credi- 
tors in the two countries has to receive 
an equivalent amount, the trouble and 
cost of this unnecessary export and import 
of gold could be avoided easily by arrang- 
ing that the Engh‘«h debtor pays t© the 
English creditor and that the Indian debtor 
3 >a>s to the Indian creditor without a single 
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com or gold passing between the two 
countries This can be easily done in the 
following way. Let C, the English creditor^ 
draw a bill 60 or 90 days after sight on 
the Indian debtoi, for an equivalent 
of 1,000 The bill will be sold by him.. 
B, the English debtor, who has to pay 
to the Indian creditor, A, will purchase 
the bill from G and pay him in pound 
sterling and will send it to A^ who, on 
presentation, will get the amount from 
the Indian debtor, in his own currency 
Thus a single bill will settle the two 
transactions and no gold will pass either 
way The same result would be achieved 
if, instead of the English, the Indian credi- 
tor drew the bill on the English debtor. 
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In the above example we have taken the 
simplest possible case to illustrate the opera- 
tion of a bill of exchange in the settlement 
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of international debts and in effecting a 
wonderful economy m the use of metaUKr 
money for the ‘•ame purpose In actual 
practice, it is not so simple, hut there is 
no difference in the fundamentals of the 
theory of exchanges There are hundreds| 
oi thousands of exporters and importers ml 
India and similar is the case in. England 
Millions’ worth of bills are drawn every 
year hy English men on Indians and hy 
Indians on Englishmen ffhe amounts of 
debts do not exactly coincide in any two 
transactions as we have supposed in the 
above illustratioiU The debtors in the bill 
market there seek bills of the desired amount 
through banks, and bill-hrokers and, if they 
are not able to get such bills, then they 
approach the banks and get bank-drafts of 
the required amount made to order It is 
very seldom that payment is to be made in 
specie when the bills of the desired amounts 
are not available As pointed out above, 
it IS only after the offset of debits against 
credits in the total indebtedness between 
two countries in trade relations that any" 
balance IS payable m specie or gold Tlhus, 
through the instrumentaliU of bills, not 
only the expense and inconvei lence cf 
remitting large amounts of unnecessary 
specie m international payments are avoi- 
ded, but a great economy la effected in the 
use of the precious metals 

Moreover, it is very seldom, in these 
days of interdependence of nations in the 
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economic field, that any two countries are 
in trade relations with each other only 
They are at the aime time in trade re- 
lations with other ( ountries and the method 
of payment in that case is also through 
bills and mutual balancing of debits and 
credits fThus the debits and credits of one 
coumry ^re set off not only against one 
but all other countries md a ‘'till greater 
economy in the use of the precious metals 
is effected) For example, India carries 
on traae with Eng and, Germany, America, 
France, Japan, Itah' etc , then the total 
credits ot India are set off against her 
tot il debits to all these courtnes through 
bills, drafts and other instruments of credit, 
and, if the totil credits are greater than 
the total debits, the excess is payabl-^ in 
gold to India, and, if the debus are m 
excess of the credits, then India has to pay 
gold) Under such international trade the 
excess credits of one country against another 
are utilised to pay the excess debits of other 
country or countries to her India normally 
exports more th in she imports but her 
imports from some country may be more 
than her exports to it, while her exports 
to some other country may be greater than 
the imports from it She can then utilise 
her claims against the latter country to 
payoff her debts toth© former by trans- 
lernng them to that country. This is very 
often the case, and India, liko so many 
^iher countries makes payments in this 
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round-about fashion through the London 
money m^Thet and foreigners pay to Indian 
exporters through London This is due to 
the fact that London has become the 
“settling place of Europe and the world” 
on account of the ever-expanding and 
enormous extent of British commerce, the 
credit facilities of the London bankers and 
discount houses and their reputation, and 
the easy convertibility of bills on London. 
In spite of the growth of New York and 
Amsterdam as serious rivals of London, 
It IS still the international nonetary and 
financial centre. “A draft on London,” 
in the words of H. Withers, “is the real 
currency of international commerce and 
finance.”* These round-about methods of 
payment have effected still greater economy 
of metallic money. In the words of Prof. 
Marshall, “If England has large payments 
to make to America, which has large 
payments to make to China, which has 
large payments to make to England Eng- 
land is likely to discharge part of her obliga- 
tions to America bj bills on China ; These 
round-about operations are among the chief 
economies effecxed by exchanges ”« The 
settlement of international exchanges in 
India i'' done by exchange banks and their 
branches a description of which will be 
found in the ch apter on Exchange Banks.* 

^Meaning of Money 

*Mauey, Credit and Commerce. 

*See Money, Exchange and Banking Vol II. 
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Rate of Escbange 

So far our discussion has shown that 
bills of exchange are the chief instruments 
for the settlement of international debts 
arising out of international dealings of all 
sorts between different countries. These 
hills are the object of regular sale and 
purchase in money and bill markets, 
and the rates at which they are bought 
and sold depend at any time upon the 
dema'^d for and supply of these bills on 
different centres How are these rates deter- 
mined? What are the limn» to their rise 
and fall? What are the causes ot their 
fluctuations ’ 

B.aie of Exchange means the rate at which 
the currency of one country is changed into 
the currency of another through the pur- 
chase and sale of foreign bills of exchange^ 
Hence, u may be defined as the price of 
foreign bills of exchange in one country 
expressed in the money of the other. It 
usually refers to the current rates of ex- 
change the rates at which bills on a 
certain foreign centre are purchased and 
sold in a country. It is constantly fluc- 
tuating according to the demand for, and 
supply of, bills on that centre and xt ts quoted, 
ettlier xn home currency or %n foreign currency. 
That is to say, it may be expressed in thei 
units of the home currency or in the uDits|' 
of the foreign currency, e g , Rs. j 5 = £1, or 
Is. 4d. = Ke. J. 
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Determination oj the rate of exchange : The 
<ieterniinatioii oi the rate of exchange bet- 
■weeo two countries in trade relations and 
Its nsd and fall depends upon various fac- 
tors. (Ordinarily, rate of exchange is 
determined by reference to the monetary 
standards of the two countries and to the 
par or state of equalitv of one currency in 
terms of the other, j For example, if £1000 
in. Australia would buv a draft for exactlv 
£1000 on England and vice versa the ex- 
change would be at par. If the bill com- 
mands a higher or lower price than £I0u0, 
it will be above par and at a premium, or 
below par and at a discount. (With re- 
ference to the monetary standards of two 
countrif'S, adopting the same metal as 
standard of value, this par is called the 
mint'^ar} And when ihe currencies of two 
countries are on thesame metallic basis, the 
mint par of exchange between them is taken 
as the base, and the fluctuations in the rates 
of exchange are confined to two points, one 
the upper, and the second the lower. These 
points are ]sxiOwn ttie specie or gold points 
and indicate the point of gold export 
from, and gold import into, the country. 
The comparison between the pure 
metallic Cj ntenis of the two currencies 
and the cost of shipment and insurance of 
gold between the two countries are the 
ba-iis of the calculations of these points. 
The rate of exchange is affected by the 
direct expense of transportation, by cur- 
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rent rate? of interest in different conntne&, 
by mint charges and delays, and the pro- 
babilities of shifting currents of trader 
Competuion among the dealers leads to a 
rdarket rate somewhere between the two 
specie points.® 

Mint par of exchange between two gold 
standard or two silvt-r standard c< untnes 
means the exact pure metallic equivalent 
of • ne currency jn terms of the other. 
Strictly speaking there is> no mint par of 
exchange between a gold currency and a 
silver currency. Mint par *’is the fixed 
intrinsic value of the currency unit 
of one country expressed in terms <>f 
the currency of another, which uses 
the same metal as a standard of 

value Mint par tells us how much 

of the other country’s currency contains, 
according to their law, precisely the identical 
quantity of the same pure metal. It, 
therefore, means value for value in fine gold 
between gold using countries, and value for 
value in fine silver between stiver-using 

countries Mint -par d^ends, in short, 

not on the com itself, hut on the legal definition 
of it } not on the soverign de facto, hut on the 
sovereign de sure , and if e' ery gqld com in 
this country (England) were debased, and 
every gold coin in France sweated and 
mutilated, the mint par would still remain 
the same. Unless and until the law is 


' ^Tausstg .'op. cit p 453. 
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altered, the Mint -par cannot alter In other 
word«, mint par is a legal ratio of pure 
metal contained in standard coins and 
cannot be altered without a change in the 
mint law. The rate of exchange is seldom 
at mint par , it is always fluctuating 
according to the changes in demand and 
supply of bills 

The rate of exchange will be said to be 
at mint par when the money of one country 
can be changed for an equivalent amount 
of its fine raetalUc content into the money 
of another The ascertainment of the mint 
par between two gold currencies, differing 
in their weights and fineness, may be 
illustrated by reference to the panties of 
exchange between the English sovereign^ 
on the ore hand, and the American dollar^ 
or French franc, or the German reiohmarhy 
on the other 

Now, according to the English mint law 
one ounce of standard gold was coined into 
3||S sovereigns or £3 I7s. lOid Expressed 
in metric weights one sovereign contains 
7.98805 grammes or Z7A grains of stan- 
dard gold. It IS 1 l/i2 fine t e , out of twelve 
parts 11 parts are gold and i pare is alloy , 
or the standard or guinea gold IS 22 carats^ 
fine as distinguished from pure gold which, 
13 24 carats fine. Therefore, one sovereign 
contains (12d247xU) grains or 1113.0016 
grains of fine gold- 

* Clare and Crump A B 0 of Foreign Esohangas.. 

12 
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On the other hand, according to the 
American mint law, a 10 dollar piece is 
coined into 258 grains of standard gold and 
It IS 9/10 fine ; therefore it (10 dollar piece) 

containa -^j^^ or 232.2 grams of fine gold. 

Hence, one dollar contains 23 22 (23.42 -s- 10) 
grains of fine gold. By comparing the 
respective weight of the two coins *. e., 
the dollar and the sovereign in fine gold 
we get the mint par as £ 1 =4.8665 dollars 

(113.0016) 

43.U ‘ 

This IS the DoIlar-Sterling mint par. 

According to German mint law 500 
grammes of fine gold were to be coined 
into 69f twenty marks fine which gives 
the mint par between the sovereign and 
the reichsmark of 20.42945 or 20.43 marks 
in the following way ; £l = 7.988xTi fine 
grammes and 500 grammes of fine gold are 
equal to 1395 (69fx 20) reichsmark. There- 

foro £ 1 13 equal to 

20.43 marks, or 20.43 marks =*£ 1. 

According to the French mint law, be- 
fore the Great War, 155 twenty franc 
pieces 9/10 fine were coined from 1,000 
grammes of standard gold, t.e., 1000x9/10 
or 900 grammes tine were coined into 
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155x20 or 3100 francs Therefore, £l was 


7 988x11x3100 


or 25 2215 franco 


Since 1928 it was changed and the franc 
was to have 65 5 milUgrarames of coined 
gold at 900 fine and at this rate the mint 
par between Pans and London was changed 
to £1 * 124 21 franc« 

IvWxllxlOxlUOO 1 ’ 

^11^9x055 f 


fHow, according to the theory of exchan- 
ges, if the total money value of exports, 
say ftoco America to England equals the 
total money value of imports into it from 
England, then other twngs being equal, 
the supply of bills on London will balance 
the demand for bills and the exchange will 
be at the mint par. In actual practice, as 
has been pointed out above, the current rate 
of exchange is seldom equal to the mint 
par. It la rising or falling according to the 
demand for, and supply of, bills If the 
rate of exchange is at mint par a bill for 
£1000 on London will sell for 4866 dollars 
exactly in America If it sells for more 
than this amount then sterling exchange 
on London will be at a premium , if it 
sells for less than this amount it will be 
at a discount The rate of exchange will 
be constantly rising and falling according 


Clari> and Cru np A B G of Foreign Ezchanges 
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to the course of trade and the demand and 
supply of bills resulting therefrom. 

Then, what are the limits to which the 
rate of exchange between two countries 
will ordinarily rise and fall ? The mint par 
denotes, what may be called spot exchange 
rate between two currencies If a debtor in 
America, for example, wants to clear a 
debt of £1,000 he can do so by paying 4866 
dollars at the spot, but, if he were to send 
the amount from New York to London, 
obviously, to clear a debt of £1,000, he must 
send more than 4866 dollars to cover the 
cost of transmitting bullion, commission 
and insurance to London Now, if the cost 
of transmuting bullion from New York 
to London inclusive of commission and 
insurance IS .024 cents per sovereign te, 
to clear a debt of £1 he will have to pay 4 8& 
(4 866x 024), then he must send 4890 dollars- 
to clear a debt of £1,000 Even if gold is 
available, however, the debtor will like to 
pay through a bill of exchange on London, 
because it is cheaper to do so. Let us 
suppose he goes to a New York banker 
having credit to sell in London and demands 
a draft for paying his debt What rate will 
the banker quote for the bill to sell it to 
him ? The banker knows very well that, 
if the debtor is not able to get a bill for 
liquidating his debt to the London merchant, 
he will have to send specie and incur .024 
cents per sovereign more than the mint 
par, therefore, his quotation for the bill 
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Will not go beyond 4.89 dollars per pound , 
because, then it will be more profitable to 
the debtor to purchase specie and send it 
than to buy a bill and send it. The rate of 
exchange quoted by the banker, therefore, 
Crfii in no case go beyond 4 89 dollars per 
pound in ordinary circumstances (This 
highest point to which the current rate 
for the bills can rise is called the upper gold 
■or specie point , i e , the mint par of exchange 
plus the charges for freight, commission 
and insurance incurred in transmitting 
bullion. From the point of view of the 
A.merioan. debtor it is the gold outward or 
gold export point ^ As a matter of fact the 
rate of exchange Will not in the ordinary 
circumstances rise to 4.89 dollars When- 
ever It touches that point, it js a matter of 
indifference to pay through specie or a bill, 
although the latter is more convenient. 
If it goes beyond it it becomes more profit- 
able to send specie than to purchase a bill. 
The rate will actually he somewhere bet- 
ween 4 865 and 4 890 according to the de- 
mand and supply of the Ws If the de- 
mand is greater than the supply the rate 
will rise at the most upto the upper gold or 
specie point 

Contrariwise, if the demand for the bills 

there is a general excess of imports over ex- 
ports, foreign exchange is at a premium and specie 
tends to flow out , while a general excess of exports 
brings exchange to a discount, and causes an inflow 
of specie" Tou^stgvp cit p 457 
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IS less than the supply, the rate ot exchange 
will fall, but It will not fall below the 
lower gold or specie point which is ob- 
tained by subtracting the freight, com- 
mission and insurance charges from the 
mint par This is due to the fact that the 
creditors of the country will find it cheaper 
to send foi specie from their foreign debtors 
rather than sell their bills at a rate which 
IS belou the mint part by more than the 
cost of importing specie It can be illus- 
trated bj the same example of the New 
York Bankers draft on London If there 
IS less demand foi bills on London from the 
debtors in America to pay to English mer 
chants than the supply of bills, then the ban- 
ker will have to get his draft converted into 
specie and shipped to New York In this 
case he shall get not full 4866 dollars in his. 
currency but 024 cents pel sovereign of his 
clam s less That is to say, he shall get only 
4 842 dollars for every sovereign But still 
he would like to get the amount through the 
bill by feeJling it because ’t i'- more con- 
venient Therefore he will persuade some 
debtor to accept a bill from him and shall 
quote a price for it which will be less 
than the mint par , but in no case less than 
the lower specie point* e, 4 82 dollars be- 
cause in that case he would prefer the incon- 
venience and risk of sending for the specie to 
selling his bill at a price lower than the 
lower gold point Thus, the rate of exchange 
will not ordinarily fall below the lower gold 
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poini i e., the mint par less the freight, in- 
surance and commission charges incurred 
in transmitting specie From the point of 
view of the creditors in America this will 
be gold import or inward point because, 
if the rate of exchange falls below it, specie 
will flow into America 

Ordinarily, therefore, the rise and fall 
in the rate of exchange between any two- 
countries on the same metallic standard is 
confined within the upper and lower gold 
points, which are limits in the rate of 
exchange at which gold will flow out or 
flow in It there are restrictions placed on 
the movements of gold and depreciated 
paper currencies, there are no limits to 
which the rates of exchange will rise and 
fall 

Thus, we find that the late of exchange 
between two gold or silver using countries 
18 determined by the mint par of their 
currencies or standard coins, and the rate 
fluctuates or rises and falls between the 
upper and the lowei specie points, fixed by 
reference to the mint par and the cost of 
tnnsmitting bullion to and fro, and de- 
pends on demand for, and supply of, bills of 
exchange on a foreign centre 

Determination of Hupee Sierling Exchange * 
Similarly, the rate of exchange between two 
countries, one of which is on a gold stan- 
dard and the other on a silver or gold ex- 
change standard, can be determined by 
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reference to the pure metallic contents of 
their currencies and one extraneous factor • 
the price of silver in terni'^ of gold This 
can be illustrated by the history of the 
Rupee-sterhnp: exchange The Rupee con- 
tains 180 grains of standard silver 11/12 
fine so that it contains 165 grains of silver. 
How 480 grains make up one ounce , so 
expressed in ounces the Rupee contains 
165/480 or il/32 ounce of fine silver and 
165/444 ounce of standard silver which is 
equal to 55/148 ounce So long as the price 
of standard silver in the London money 
market did not go beyond 43d per ounce, 
the value of the silver bullion in the Rupee 
in English currency was 16d. or le 4d 
(55/148X 43d «=l6d ) This was the case from 
1898 to 1917 Or, it can be more simply, 
although roughly and approximately, cal- 
culated as follows One Rope© contains 
180 grains and one ounce weighs 480 
grains , therefore the rupee may be roughly 
calculated to contain 3/8 standard ouin.e 
of silver , and then, when the price is 43d 
per standard ounce, the bullion in the 
Rupee will fetch in Engli'^h currency 
3/8>:43d or I6d approxiinateJj In 1919 
when the price of silver in the London 
monej Market was roughly 64d per stan- 
dard ounce then the Rupee-sterling exchange 
was fixed by the Babington Smith Com- 
mittee at 2s (3/8x64d=24d or 28 ) Simi- 
larly, the price was taken to be 48d per 
standard ounce in 1925 and then the rate 
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of excbacge was fixed at 18d. or Is 6d. 
(3/8x48d =18) These may be taken as the 
mint pars between the Sovereign and the 
Rupee when they exchanged in ratio of 
Rs. 15 £1 , Rs 10 £l , and Rs l3-5 4 to 
£1 respectively The rate of exchange 
used to fluctuate before 1917 between Is 
4id. and a Is. 3||d and these were taken as 
the upper and the lower specie points. 
These rates were based on the arhfictally fixed 
price of silver at 43d per standard ounce , the 
actual price was much lower and fluctuating 
Under this case, the rate was not allowed 
to be determined by natural forces of supply 
and demand of bills and the free movement 
of specie because the Government was 
under no obligation to buy and sell gold or 
to convert the notes into gold. It had only 
an undertaking to supply gold or sterling 
exchange at its option at the arbitrari- 
ly fixed and regulated so-called specie 
points and controlled the movements of 
the exchange between these points iby 
selling Council Bills and Reverse Bills 
according to needs. If an excess of exports 
over imports threatened to raise the value 
of the Rupee above the upper point, Council 
Bills were sold by the Secretary of State 
at rates varying between the par of ex- 
change and the upper point, and were paid 
out of the Indian treasuries in rupees and 
notes. This caused an expansion of cur- 
rency and raised the Indian prices as com- 
pared to the English On the other hana, if 
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xhe exchange tended to fall below the lower 
specie point, the Government of India began 
to sell Keverse bills t e , sterling bills on 
England at rates ranging between the par 
and the lowei point This caused a con- 
traction of currency and falling prices, 
and prevented the exchange from falling 
below the lower point This system of 
determining the fluctuations in the rate of 
Rupee-sterling exchange continued success- 
fully till It broke down completely under 
the stress of abnormal circumstances dur- 
ing the Great War Since 1924-25 this sys- 
tem has been abolished and now the Govern- 
ment regulates the exchange b> the system 
of purchase of sierUng It is a more effective 
and eflSoienc system of regulating and stabi- 
lising the exchange 

When one of the two countries is on a 
metallic basis and the other on a p^per 
standard then the determination of the rate 
of exchange becomes compile ited and the 
fluctuations in the rate of exchange are 
not limited within any fixed point'; The 
paper standard country depends entirely on 
the supply and demand of foreign bills for 
making payments, and in the aosenceof 
any alternative means like export of gold^ 
the rate of exchange, in face of keen de- 
mand, will be much above the upper specie 
point 

When two trading countries have in- 
convertible paper monetary standard, the 
determination of the parity of exchange 
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between them becomes still more compli- 
cated and difficult.* According to the old 
theory it will depend entirely on their res- 
pective balance of payments to each other 
and the demand and supply of bills of ex- 
change based on such balance. The chief 
difficulty in this case arises from the fact 
that the value of these currencies is no 
longer tied to the value of a common 
commodity of universal demand like gold 
by reference to whic x the relat’ve parity 
of exchange between them can be found 
out However, there i» a new theory con- 
cerning this — The par of exchange de- 
termined by the leUtive puichasing power 
of the two currencies their relative 
values in terms of commodities and services 
as shown by the relative price levels This 
is called the Purchasing Power Pantj 
The fundamental principles underlying the 
mint par are still applicable although the 
par in this case is not legally fixed out is 
constantly changing according to the rela- 
tive price levels , but of this more later 
Fluctuations in the rates of exchanges and 
their causes 

Niw to come to our thud queiv What 
are the causes of fluctuations m the rates 
of exchange 

*When f)peoie is displaced by paper and higher pri- 
ces and a premium on gold have appeared, the ordinary^ 
variations in the balance of payments and the depre- 
cialioi. of the paper are two sets of influences on the 
foreign exchanges Toussig, op cit p 463 
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The foregoin{5 discussion has shown very 
clearly that the rate of exchange depends 
on the demand and supply of foreign bills 
of exchange which are ere ited through the 
movement of goods, services, securities 
and capital etc VFormerly it was thought 
that the bills were created only by the 
movement of goods and therefore the rate 
of exchange was said to be determined by 
the balance of trade If the exports of a 
country are in excess of its imports, it has 
to receive more from others than to pay 
to them and therefore its balance of trade 
is said to be in its favour There is a 
greater demand for its currency in foreign 
countries than its own demand for the 
foreign currencies and therefore, it shall 
be at a premium %e , its currency will have 
a greater purchasing power over the cur- 
rencies of the other countries, and therefore, 
the rate of exchange will be favourable to 
It On the other hand, if its imports are 
in excess of the exports, it has to pay 
more than to receive from other countries, 
and therefore its balance of trade will be 
against it Its currency will be less in 
demand by foreigners than its own demand 
for foreign currencies, and therefore, it 
will have less purchasing power over other 
currencies, te, it wiU be at a discount 
Thus, the rate of exchange will fluctuate 
according to the excess of exports over 
imports and ince versa In other words, 
the "Rte of exchange will rise and fall 
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according to the balance of trade This is 
the well known Balance of Trade Theory 
as the determinant of foreign exchanges. 

Items composing Balance of indebtedness — 
In actual practice, however, the rate of 
exchange does not depend only on the visible 
m<^rohandise transactions of a country but 
upon all kinds of its debits and credits 
comprising both visible and invisible exports 
and imports. Moreover, the rates of ex- 
change are not determined by the dealings 
between two countries only, but the dealings 
of one country with all other countries, 
with which it deals, are taken into account, 
lyisible expoits and imports refer to the 
merchandise trade transactions like goods, 
commodities, and wares, and bullion which 
are entered in the statistical records of 
exports and imports , whereas invisible 
imports comprise those items of interna- 
tional dealings which are not recorded in 
statistical returns of trade , but which 
must be included in the calculations of the 
total debits and credits between different 
countries to arrive at the real balance of 
indebtedness or payments between them/ 
In addition to merchandise transactions, 
the Balance of Indebtedness is composed of 
freight, commission, brokerage, premium 
etc , for the services of shipping, banking, 
finance and insurance companies of one 
country render to another ^of services of 
floating loans and buying and selling of 
stock exchange securities , of arbitrage 
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j. operations of banks , of expenses of foreign 
tourists, students and visitors of letters 
of credit and notes, accommodation and 
clearing bills .of pensions and payments 
from the nationals of a country resident 
abroad , of payment and receipt of deposits, 
interest, dividends and profits on capital 
invested in foreign countries , and of pay- 
ments and receipts on capital accounts, 
chanties tributes, indemnities and purchase 
of stores ( The repercussions of all these 
Items on the balance of indebtedness or 
payments are just like ordinary exports and 
imports of merchandise) Thus, in the words 
of Angas “In a foreign exchange market, 
demand (for money) arises not only from 
the importation of goods, services or securi- 
ties, but also from the service of political 
and other debt«, from desire to speculate 
inforeign currencies, from desire to travel, 
from the puropase of lands, houses and 
factories abroad, from long and short loans 
to foreigners, from presents and other 
remittances, and from a desire to export 
one’s capital Similarly, supply results not 
only from actual export of goods but also 
from the sale of securities, from the sale 
of financial, shipping and personal service'^, 
from dividends earned abroad, from short 
and long term borrowing, and from specula- 
tive purchase of currencies by foreigners 
(for a rise or for safety) ”• 

*The Problems of Foreign Exchanges 
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Ordinarily, taking the grand totals of 
visible and invisible exports and imports, 
it can be stated that the exports pay for 
• the imports in the long run, because the 
course of trade of a country csinnot for 
ever be in the same direction The balance 
ot the mutual indebtedness between two 
countries is adjusted by free flow of specie 
to and fro This frte movement leads to 
changes in the supply of money and affects 
the price level and through the price move- 
ment corrects automatically excess of ex- 
port over imports and mce versa For in- 
stance, if the exports of a country are greater 
than its imports, the favourable balance 
of trade will cause an inflow of gold into 
It (Gradually this gold will permeate into 
circulation, provided it is not frozen or 
sterilised^) and the resulting inflation of 
currency will cause its price level to rise 
higher than the world price level It will 
become more profitable, therefore, to sell 
to, than purchase from, this country. Its 
exports will decline, imports will increase 
and, in the long run, the balance of trade 
will become unfavourable and cause an 
outflow of gold from iz and the readjust- 
ment of the price level with the world 
price level If imports are in excess the 
reverse effects will follow. In addition to 
this automatic correction of a rise or fall 
of exchange rate, exchanges may be cor- 
rected by currency reforms and by regula- 
tion of the Bank Bate of Discount The' 
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outflow of gold from a country lessens the- 
bank reserves and an inflow of it streng- 
thens them, with the diminution of the 
reserves, the rate of discount rises, and 
w ith an increase of the reserves, the rate 
of discount falls These rises and falls in 
the rate jf discount counteract the flow of 
gold in huge quantities and affect thereby 
the rates of exchange 

'/'/ If an adverse balance of payment con- 
tinues for a long time it may be corrected 
either by exchange depreciation by charg- 
ing a higher price for foreign bills in 
domestic currency or by deflation through 
a reduction of banks’ ‘ca«h’ and advances 
and the raising of the bank rate or through 
devaluation or restriction of imports in 
various ways and stimulation of export-* 
or through control and regulation of foreign 
exchange 

For the sake of convenience and for a 
better grasp of the technicalities of causes 
of fluctuations, the various factors, which 
influence the rise and fall of rates of exchan- 
ge, may be grouped, following the method 
adopted b> B Sykes, into three broad 
heads — 

(а) The demand for and the supply of 

foreign bills or currency as com- 
pared with the home currency 
which depend upon trade, banking 
and stock exchange conditions , 

(б) Currency conditions both home and 

foreign , and 
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(o) Political conditions affecting trade, 
banking and currency conditions. 
This may be represented in a 
form as follows 


FluctuatioT< in Rates of exchange are due to 
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We have already explained the opera- 
tions of the trade conditions. The invisible 
exports and imports have similar effects to 
those of visible exports and imports Any 
kind of service rendered by a country is 
just like an export from it and is reckoned 
on the credit side of the Balance of 
Account, whereas it is like an import to 
the country receiving that service It makes 
the exchange favourable to the country 
rendering the service and unfavourable to 
the country receiving it. 

As regards banhtng condthon$^ if the 
operations of the banks of a country cause 
funds to flow into it the demand for the 
home currency rises and therefore its value 
rises in comparision with the foreign 
currency) A rise in the ^ank Rate for 
example will attract funffs from foreign 
countries into the home country, therefore 
the value of the home currency in foreign 
exchange would rise A fall in the Bank 
Rate would have an opposite effect. If 
letters of credit and travellers' cheques or 
Circular Notes are issued by the banks of the 
home country to travellers going abroad, the 
effect will be like that of imports because 
such cheques and notes etc. create a claim 
of the foreign bankers to whom these forms 
of credit are addressed against the banks of 
the issuing country. Hence, they create 
unfavourable exchanges for the issuing 
country and favourable for others. Similar- 
ly, if a country grants a loan to a foreign 
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country it creates claims of the grantee to 
draw against itself and therefore the 
exchange will be unfavourable to the 
country issuing it Wnen interest or the 
principal is paid then the effect is opposite. 

As to the itocTc exchange conditions when 
the people of the home country purchase 
foreign stocks and shares, the demand for 
the foreign currency rises and so does its 
value as compared with the home currency, 
and when its people sell such securities, 
there is an increased demand for the home 
currency, and therefore, a rise in us value, 
as compared with the foreign currency, 
takes place On the other hand, if foreign- 
ers buy the securities of the home country, 
the demand for the home currency increases 
and Its value rises in comparision with 
the value of the foreign currency , and 
when they sell them, the demand for the 
foreign currency increases and its value 
rises relatively to the currency Thus, the 
stock exchange operations will influence 
the balance of indebtedness and the rate of 
exchangci 

Besides these factors, which influence the 
demand for, and supply of, bills and cause 
variations in the rate of exchange, currency 
depreciation in the home and the foreign 
country also affect the rate of exchange j 
Debasement of coins, over issue of paper 
money and consequent depreciation and 
changes in the ratio of gold and silver 
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influence the rate of exchange The 
country, with greater over-issue of paper 
money and consequent greater deprecia 
tion of Its currency, will have unfavourable 
exchanges because its currency will have a 
depreciated value in foreign exchange also 
There are no limits to fluctuations* in the 
rate of exchange as between two countries 
which have inconvertible paper mone> 
standards Debasement of currency will 
also mean a greater debt burden in home 
currency and v. ill therefore cause adverse 
exchanges 

Similarly, political conditions by chang- 
ing the trade relations through tariffs, 
quotas and restrictions or subsidies and 
bounties influence the course of trade and 
therefore the rate of exchange Politi- 
cal unrest, strikes, wars and the conse- 
quent uncertainties result in wide fluctua- 
tions of exchange and lead to speculative 
dealings They also bring about chan- 
ges in currency conditions and hence in- 
fluence the rate of exchange powerfully 


*' Dislocated exchanges resoUiog from paper money- 
issues gwe peculiar opportunity and temptation for 
speculation A bill on a country whose paper is 
depreciated ceases to give a cototnand over gold, and 
its value 19 no longer anebored to a fixed position It 
cives command only over goods purohaaeablein the 
Munlry onvjbichitisdrawn All this leads to vio- 
lent iluotuations in the exchanges International 
trade wUb such a country becomes pure gambling and 
speoulut'oB' Tauslifl op cit p 464 
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Explanations of Terminology of Exchanges 

Favourable and JJnfdbourahle Exchanges — 
The favourableness or otherwise of a rate of 
exchange is judged mostly Jtom the view point 
of importers A favourable rate of exchange, 
therefore, is unfavourable to the exporters 
and vice versa When the price oj a foreign bill is 
quoted below mint par m the currency of the 
home country the rate of exchange is said to he 
favourable to it In other words, when a 
given iraount of the home currency metal 
will purchase i larger amount of the money 
metal of the foreign country the rate of 
exchange la s i.id to be favourable to it. It 
IS regarded tavourable by the businessmen 
because it leads to imports of bullion or 
gold from abroad and lower rates of interest. 
Obviously, It will happen when the exports 
of the country are greater than the imports 
and the demand for the foreign paper in it 
is less than the supply On the other hand, 
when the price of a foreign bill is quoted above 
mini par in ih» home currency of a country, 
then the exchange is snd to be unfavourable to 
it. In other words, when the home currency 
metal in a certain quantity can be ex- 
changed lor a smaller amount of the foreign 
currency metal it is said to be unfavour- 
able It leads to export of bullion or gold 
and to higher interest rates and will happen 
when the imports of the country are greater 
than its exports In other words, when the 
rate is quoted in home currency, a rate below 
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mini par is Javourahle io debtors or importers 
and a rate above mxntpar ts unfavourable 

When the rate m quoted in foreign currency, 
Ihen a rate below mint par is said io be un- 
favourable while a rale above par is said io he 
favourable Or, in the words of G Clare from 
the point of view of an English debtor, when 
rates are quoted in foreign currency, "high 
rates are for us and low rates against us ’ ^ 
If the rates are quo^’ed in sterling the 
opposite of It will be true. This idea of 
favourable and unfavourable exchanges 
has been badly criticised by economists 
as false and misleading and as reminiscent 
of the mercantilist theory, the myth of 
which was long ago exploded by Adam 
Smith However, higher exchanges leading 
to cheap money, low lates of interest and 
low bank rate and a strengthened reserve 
enable the business community which is 
usually a debtor community to get trade 
capital at cheap rates and therefore they 
are regarded favourable by them , and a 
lower exchange having oppo'site effects is 
regarded as unfavourable When gold flows 
in exchanges are favourable, when gold flows 
out they are unfavourable 

"Buy high, sell low, the better the bill, the 


’ E Sykes ’ When the rates are quoted in foreign 
money to ihe pound sterling high rates are favourable 
to us, low rates unfavow^le When the rates are 
quoted in shtlhngs and pence tn the foreign units high 
rates are unfavourable low rates are favourable 
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lower the rate": — When rates are quoted m 
foreign currency, a rise in the exchange is 
for the country, and a fall or lower rate is 
against it. For example, when the rate of 
exchange in India is Is 6d to a Rupee 
then to pay a debt of .£1 an Indian debtor 
will have to pay only Rs 13/5/4 in his own 
currency, but when the rate is Is 4d , to 
clear the same debt he will have to pay 
Es. 15 in his currency and therefore he 
gains to the extenn of Rs 1/10/8 per pound 
of debts when it is Is. 6d Hence, the debtor 
should buy high. "BMi, the creditor should sell 
low because in that case he will get more 
of his own currency for every pound of his 
credit. For example, if the rate is Is. 4d. 
the creditor will get Rs. 15 for £1 and when 
it 18 Is. 6d he will get only Rs 13/5/4 In 
this way be shall lose Rs 1/10/8 per pound 
of his claims against the alien. 2/ the rates 
are Iquoted in the home currency, then this 
maxim is reversed. '*Buy low sell htghy 
better the bill, higher the rate ” — this statement 
will hold good , a low rate will be for the 
country and a high rate will he against it 

Sight or Short Exchange and Long Bx^ 
change — Sight exchanges refer to the rates 
for short bills, sight crafts and cheques and 
are called short exchanges as distinguished 
from the long exchanges which refer to 
the prices of bills payable ordinarily three 
months after the day of purchase. Either 
of them can be determined from the other. 
Sight exchange on two sides is usually the 
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same t.e. it cannot be rising in one country 
and falling in the other at the same time , 
but the long rate may be rising in one 
country and falling in the other at the 
same time. Long rate is composed ol the 
sight rate plus 3 moths’ interest at the 
foreign rate plus foreign biU-stamp, plus 
some allowance for contingencies 

Forward Fxchanqe — The widespread 
fluctuations in the rates of exchanges dur 
ing the post-war period have led to dealings 
in futures of exchanges like dealings in 
futures on the produce exchanges. The 
chief object of such dealings is to ‘safeguard 
traders against losses caused by quick and 
wide tluotuations of exchange rates, 
between different countries due to unset- 
tled monetary and political or banking 
conditions. The bankers by dealings in 
in such forward exchanges % e buying and 
then selling, distribute the risks ot such 
losses on as many ot them as possible and 
through constructive speculations stabilise 
the rates to the benefits of traders These 
dealings enable the bankers to minimise 
the risks of losses and to get themselves 
insured against such risks 

Tel quel rate is the price of a bill adjusted 
in such a way as to make it agree with the 
term of the bill It is the net price of the 
hill or its price “as it is*'. A Tel quel rate 
IS mostly found in case of sterling bills 
payable at the endorsed rate of exchange 
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If, for example a biU is drawn for three 
months and it has already run two months 
■of Its terra, then the rate of the bill as it 
IS for one month is tel quel rate In other 
words, feZ quel rate %s the adjusted long rate of 
a hill which has run some part of its term 

Arbitrage Dealings — It has been pointed 
out, while describing the operations of bills 
of exchange, that sometimes it is more 
profitable to make a round-about payment 
to a foreigner than to do so directly, on 
account of variations in the rates of ex 
■change of the same currency in different 
centres at the same time For example, a 
debtor in America on account of differences 
m the rates pays to his London creditor not 
directly but, «ay, through Berlin In this 
^ay a new rate between Hew York and 
London is established and this new rate is 
■called arbitrated rate or arbitrage It may 
be simple or compound If only one inter- 
mediate centre is tapped, the arbitrage is 
simple , and if more than one intermediate 
centres are used, it is then compound 

Purchasing Power Parity Theory 

When two countries in trade relations 
are off the gold standard what determines 
rate of exchange between them 9 
The answer is the relative purchasing 
powers of the two currencies in terms of 
<5ornmodities of international consumption 
■^ithin their countries As Mr Cole has 
put it “The relative values of nat ’’ 
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currencies which are off gold are deter- 
niined in the long run mainly by their 
relative purchasing powers in terms of 
goods and services”* According to the 
old theory, the rate of exchange is settled 
by the balances or payment or credits and 
debits During the Great War a huge 
quantity of inconvertible paper money 
was used in practically all the countries of 
Europe This resulted in a heavy rise in 
prices, but the rise in prices consequent 
upon the inflation of currencies, was not 
uniform in the different countries. Russia 
and Germany were the worst sufferers and 
England, France and Italy also had im- 
mense quantities of inconvertible paper 
Under these circumstances, the rates of 
exchange between the different countries^ 
aocrjrding to Prof Gustav Ca'^sel of the 
Siokholm University, are not determined 
by the balance of trade as in the past 
but by the relative price levels in the two 
countries The degree of inflation bet- 
ween them 18 the most potent factor 
influencing the exchange rates Because 
the parity of exchange depends upon tbe 
purchasing powers of the currencies as 
indicated by the price levels, therefore, it 
is called Purchasing Power Paritj How- 
ever, unlike the mint pars it is not a fixed 
but constantly changing, or moving par of 
exchange, varying with the changes m the 
price levels of the countries 

* ‘What everbody wants to know about Money' 
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Cassel, after stating that the desire for 
foreign money is due to its purcha«ing 
power, has put it as follows, “When two 
currencies in two countries hare been 
inflated, the new normal rate of exchange 
will be equal to the old rate multiplied by 
the quotient between the degrees of in^ 
flation of both countries There will, of 
course, always be fluctuations from these 
normal rates and, in a period of transition,, 
these fluctuations are apt to be rather wide. 
But the rate calculated in the way indica- 
ted must be regarded as the new parity 
(or par of exchange) between the currencies 
This parity may be called the P P P , as 
It IS determined by the quotient of the 
purchasing powers of the different cur- 
rencies ’ * 

The Theory may be illustrated very 
simply Take two countries each of which 
has A standard gold coin of equal weight 
and fineness e g , England and Australia 
The parity of exchange between them will 
be unity — one unit of the currency of one 
shall be equal to one unit of the currency 
of the other Then suppose both of them 
introduce inconvertible paper standards and 
inflate their currencies , but the currency 
in one is doubled and that in the other is 
quadrupled Then the price level in the 
first IS doubled and in the second it becomes 
four«fold Then the parity of exchange 


*The World s Monetary Problems 
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between the two currencies shall now be 
1 2 i. e., one unit of the first will be equal 
to two units of the second 

The theory, however, is not a new 
enunciation but it is a repetition of the 
same principle of parity of eschanges 
between different currencies with this 
difference only that formerly the parity 
was determined by reference to an inter- 
national standard of value t e gold, where 
as now It IS determined by reference to tne 
prices of different commodities in general 
consumption There were two broad dis- 
tinctions between the pre-war -^nd the 
post-war exchanges vtz all countries had 
depreciated paper currencies and unlike 
prewar davs gold had fallen in purchasing 
power, and ceased to be an international 
standard of value and became a commoditv 

Thus, the value of the paper unit of one 
country in terms of another is settled by the 
relative values of the two units in terms 
of goods and services as indicated by the 
index numbers of prices between the two 
countries 

Galculation of the partUes — To arrive at 
the panties of exchange we take into con 
sideration the extent of depreciation of the 
paper currencies in their countries as 
indicated by the index numbers of prices 
in them Then the old rate i e mint par 
IS multiplied b> the index number of the 
country in whose currency we want to 
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find out tlie rate and divide the product by 
the index number of the other country * 
e g in 1913 £1 = 4 866 dollars and between 
1913 and 1919 English prices had risen by 
56% ^ e the index number had risen from 
lOOto 156 and the American prices rose 
by 48% t 6 from 100 to 148 , and we want 
to know how many post-war dollars shall 
be equal to £ , then we get it as below 

£1 -^866x1^ — ^ g,g poat.war dollars 
io6 

Thus, the P. P P. may be defined “as 
that rate of exchange which at any given 
time makes the purchasing power of the 
one currency equal to that of the other ” 
Oi “When two currencies have undergone 
inflation, the normal rate of exchange will 
be equal to old rate multiplied by the 
quotient of the degree of inflation in one 
country and in the other.’’f 

Cnticism — The theory bolds good only 
in the long run and not in periods of transi- 
tions It cannot satisfactorily interpret 
current fluctuations in exchanges. It takes 

* 'The putoQasiQg power parity between any two 
currencifs. is obtained by multiplyiiig the current 
index number of prices in the country m whose 
currency the figure is to be expressed by the pre 
War par of exchange m order to make the two 
index numbers of prices comparable and dividing 
this result by the current index number of the 
second country * 

ChibluTu Indian Currenoy, Banking Sc Exohangg”* 

^Cassel Op oit, 
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into account only monetary changes and 
tries to explain their repercussions on the 
exchange rates, assuming that other con- 
ditions remain stationary, but if they are 
not so, as actually they are not, then the 
theory does not hold good “If something 
happens to disturb the conditions of demand 
for exports or imports of any invisible 
Items etc , which disturbs the barter terms 
of trade, then the F P P doctrine does not 
hold good "t It IS not a- fixed par, like 
mint par, because it depends on the magni- 
tude of two index numbers which change 
and the deviations from it will not be 
automatioallv adjusted like that of the 
mint par. Then the theory is based on 
index numbers of prices which at best are 
averages and are prepared for the past 
months By the time that indices are pre- 
pared and panties fixed, the price levels 
may move beyond This difficulty becomes 
greater in periods of rapidly changing 
prices. Moreover, all prices do not rise 
uniformly and do not exert the same 
influence on foreign exchanges and the 
theory works only in terms of a few 
commodities which enter freely into inter- 
national exchanges Then, not only the 
movement of goods but also of services and 
capital, as we have already discussed, 
influences the rates of exchange but this 
theory ignores them and hence it is imper- 


t Clare and Crump 
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feet. Because the index number is not 
an absolutely correct measurement of 
changes in the value of money, it is not 
a leal rate of exchange unlike the mint 
par, and cannot be calculated accurately. 
In periods of wide changes in rates of ex- 
change which impede trade and prevent 
goods from finding their true level of prices 
in every country the theory is not a clear 
guide. The volume of trade under such 
circumstances cannot be found out Politi- 
cal influences and artificial restrictions 
upon trade, movement of gold and ex- 
change control further increase the diffi- 
culties and make the theory extremely 
complicated and subject to various qualifi- 
cations. Majority of the commodities 
employed for preparation of index num- 
bers are raw materials and food-stuffs 
but foreign trade comprises manufactured 
goods as well, whose cost of production 
depends, besides raw material, on wages 
and other costs which lag behind prices. 
Moreover, allowance has to be made for 
export and import duties and transport 
charges without which the deviation from 
the parity will be great. To conclude : the 
P. P. P. theorj IS only a rough guide at 
best in the long ran , it cannot be deter- 
mined precisely, calculated accurately and 
exchange rates cannot exactly conform to 
It. It cannot be applied as a complete 
mathematical formula and works out best 
when two depreciated paper currencies 
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preserve some degree of stability and have 
not fallen too much in their purchasing 
power “Still, the theory of P P P, with 
the later concepts of overvaluation, and 
under-valuation serves to provide a rough 
guide to what is happening and helps to 
explain in part what has happend during 
recent years It is neither a complete noi 
a mathematically correct theory of ex- 
changee, but It IS necessary to know the 
theory in order to understand what has 
been happening in the world in recent years 
and today’’* 

The theory has, for example, been reoenly 
applied to the determination of the 
rupee sterling exchange by the Babington 
Smith Committee and the Hilton young 
Commission, On the pre-War base of 
100 in 1914 the Indian price level rose 
to 178 in 1919 while the English price 
level rose to 226, and therefore the 
new rate of exchange was fixed at 20d. 

3d.) Both in 1920 ana in 1925- 
26 the rate was fixed at 2s and Is. 6d. res- 
pectively with reference to the Indian and 
the English price levels. 


*ClaTe and Crumps HA. B. 0 of Foreign Exchange, 
p. 149 



CHAPTER XV 


INDIAN CURRENCY SYSTEM (1793—1914) 

At the beginning of the last century 
there was no uniform standard of value 
throughout British India In the north 
both gold and silver coins circulated to» 
gether without any fixed legal ratio between 
them , but the Mohammedan Kings prefer- 
red the silver rupee coins In the south the 
Hindu Kings had adopted the gold pagoda 
as the standard of value The exchange 
value of the two standard coins (the gold 
mohur and the silver rupee) was determined 
by their relative weight and fineness H. D 
Macleod in his “Indian Currency” recalls 
that the E I Co found 994 kinds of gold 
and silver coins of varying weight and 
fineness, and their value was constantly 
changing from day to day Moreover, their 
value being uncertain, the services of a 
professional money changer or shroff were 
necessary to determine the value of each 
coin even for moderate payments. A 
Bengal Regulation of 1793 mentions no less 
than ^7 varieties of rupees in the several 
districts This rich variety of gold and 
silver coins caused a good deal of incon- 
venience to trade and business, made the 
collection of revenue difficult and rendered 
14 
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■the Indian currency system a currency hy 
weight. To avoid this inconvenience and 
heterogeneity, the E I. Co. tried to issue 
both gold and silver coins with a fixed 
legal ratio between them But on account 
of the constant fluctuations in the market 
ratio of the metals, this bimetallic standard 
ended in a failure due to the Gresham’s law. 

Estahlishment oj Stiver Monometallism — 
in the year 1806 on the publication of Lord 
Liverpool's ‘ Corns of the Realm” the 
Governor-General-in-Council favoured the 
establishment of a silver mono-metallic 
standard. In their despatch of 25th April 
1806, the Board of Directors wrote to the 
Governments of Bengal and Madras that 
they were fully satisfied with the propriety 
of the silver Rupee being the principal 
measure of value and the money of account. 
They further proposed to com a gold Rupee 
of the same weight and fineness as the 
silver com without any fixed ratio between 
them 

In 1818 the Madras Government adopted 
a new coinage of gold and silver. The 
Hindu gold pagoda was replaced by the 
silver Rupee as the standard com at a rate 
of 180 grams 11/12 fine, but both gold and 
silver were declared to be equally legal 
tender, because, although the coinage of 
the pagoda was stopped, gold coins could 
still be tendered and received at all the 
public offices to suit the convenience of the 
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public at such rates as were to be deter- 
mined from time to time. The Government, 
therefore, still persevered m the vain at- 
tempt to maintain bimetallism The 
inconvenience of weighing the coins as 
bullion in making payment continued 
unabated because the various Presidencies 
had Rupees of different weight and fineness, 
so that the Rupee of one was not legal 
tender in the other In 1823, the Bombay 
Rupee was made identical with the Madras 
Rupee and finally in 1835 the Indian Rupee 
in its present form and weight was issued 
which was identical with the Madras 
Rupee of 1818. Thus, by 1835 the E I Co. 
succeeded in gmug the much needed 
uniformity to the currency system by 
making the silver Rupee uniform legal 
tender. The coinage Act of 1835 established 
the silver Rupee of 180 grams 11/12 fine 
as the standard coin and legal tender 
throughout British India, and enacted that 
no gold com in future should be legal tender 
in any part of British India. Mints were 
opened to the free coinage of silver, the 
Indian currency system became a silver 
standard and remained so till 1893. But 
the Act of 1835 authorised the issue of 
gold mohurs of 15 rupees pieces of the 
same weight and fineness as the Rupee, and 
5, 10, and 30 Rupees pieces of the same 
standard as the Gold mohur. 

Hence, by 1835 bimetallism was supplan- 
ted by Silver mono-metallisra Gold ceased 
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to be legal tender as between individuals 
but the provision for coining gold mohurs 
did not entirely discourage their use by 
the public 

Demonetuatton of Gold 
In the next period of the history of 
Indian currency constant changes in the^ 
value of gold and silver in terms of each 
other made the maintenance of the stability 
of the Rupee a ver\ difficult problem an^ 
therefore, it is characterised by experi- 
ments Between 1853 — 74 gold was de- 
monetised after attempts at introduction of 
gold coins had proved failures. As adverted 
to above, the Government bad issued a 
proclamation in 1835 anthonsing the public 
treasuries to receive freely gold mohurs in 
the ratio of 15 1 The discoveries of gold 
in California and Australia m 1848 and 
1849 led to an abnormal increase in ita 
supply and it depreciated m terms of silver 
People began to make payments in gold, 
and the Government had to withdraw their 
proclamation of 1841. After 1850 the pro- 
duction of silver did not keep pace with 
its demand and there was a great scarcity of 
money in the market Businessmen began 
to demand a gold currency, and in 1864 a 
notification was issued, authorising the 
treasuries to receive sovereigns and half- 
sovereigns at the rate of Rs 10/- and Rs 5/- 
respectively The Mansfield Commission of 
1806 recommended the issue of gold coins 
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of the face velue of Rs 15, 10, and 5 c»nd a 
mixed currency of gold, silver and paper, 
hut no action was taken by the Government 
in this behalf. Then in 1868 the rate for 
sovereigns and half-sovereigns was raised 
lo 10/4/- and 5/2/- respectively In 1872 
Sir Richard Temple suggested a gold cur- 
rencv and urged the appointment of a 
Commission, but the Government rejected 
the proposal in 1874 

Eflorla to Re ealablisb Bimelalhsm 

In the meanume a new factor of distur- 
bance from 1873 onwards had appeared. 
It was the heavy fall in the price of silver 
and the accompanying Great Depression 
Trom 1816 the Gold Standard was gradually 
adopted by all the leading European ooun> 
tries and America and from 1865 the Latin 
Union in Europe had been trying very 
hard for the adoption of an international 
bimetallisni In the France-Prussian War 
of 1870 Germany was victorious and she 
celebrated her triumph by demonetising 
silver and adopting a gold standard This 
let loose a huge quantity of silver on the 
market at a time when its demand for 
monetary purposes was declining all round 
except in China and India The supply of 
silver was also increased by its manufacture 
from lead It became a drag on the market 
and Its price therefore fell very heavily. At 
the same time the pnce of gold was rising 
This dislocated the foreign exchanges of 
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those countries which were on a silver basis 
and disorganised their foreign trade With 
the depreciation of silver, the gold value of 
the Eupee was falling heavily so much so 
that exchange fell from 2s gold in 1871 to 
about Is 2d in 1892 Silver was being 
imported in huge quantities and its heavy 
coinage sent up prices in the country to a 
great extent The Government of India 
■was suffering heavv losses in finances and 
exchange and their ways and means opera- 
tions were badly upset An agitation for 
closing the mints to the fr^e coinage of 
silver grew up and the demand for the 
establishment of gold standard became 
more insistent The Government of India 
sent regularly its representatives to the 
international conferences in Europe for 
the advocacy of an international bimetal- 
lism but nothing came out of these pilgn 
mages The scheme for an international 
bimetalism fell through mainly on account 
of the opposition of England In 1878, the 
Government of India proposed a gold 
standard to the Secretarv of State, but the 
British Treasury to which the roatter was 
referred by the Secretary of State advised 
the Government of India to sit still and do 
nothing in a spirit of panic which might 
cause repentence later on 

■^he continued fall in the price of silver 
led to the repeal of the Sherman Act by 
the Government of U S A, under which the 
American Government was purchasing 54 
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million ounces of silver annually. As a 
result of this the position of the Indian 
Rupee became still more precarious and in 
1891 the Government of India again appro- 
ached the Secretary of State with the 
proposal of suspending the free coinage of 
silver and of adopting a gold standard, if 
the Brussels Conference, which was then 
sitting, did not succeed m evolving a 
universal bimetallism 

Hettchell Committee and the Stoppage of 
Free Coinage of Silver 

This led to the appointment of the Cur- 
rency Committee of 1893 presided over by 
Lord Herschell The proposal of the Govern- 
ment of India was referred to this Committee 
for investigation and report The (Committee 
approved of the proposals of the Government 
of India with certain modifications. They 
recommended the suspension of the free 
coinage of silvei In fact there was to 
be no free coinage of either gold or silver ; 
the Rupee was to continue to be full legal 
tender and gold was to be used only 
partially for currency purposes during the 
transitional period after which a gold 
standard was to be established The chief 
objects of these recommendations were 
to safeguard the Rupee against the fall 
in the price of silver, to stop the fall 
in the exchange value of the Rupee, to 
encourage the import of foreign capital 
for the development of railways, irrigation 
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and other productive enterprises, to dis- 
courage the imports of silver and to fami- 
liarise the people with the use of gold 
sovereigns with a view to their ultimate 
introduction and linking of India viith the 
gold standard countries The Committee 
thought that a period of transition was 
necessary before the establishment of the 
gold standard 

The recommendations of the Committee 
were accepted by Her Ma 3 e 8 tv ’8 Govern- 
ment and in 1893 an Act was passed to 
amend the Coinage Act of 1870 and the 
Indian Paper Currencv Act of 1882 The 
Indian mints were immediately closed to 
the free coinage of silver but the Govern 
ment retained the power to coin Rupees 
on their own account On 26th June 1893, 
notifications were issued to arrange for (a) 
the receipt of gold at the rate of 7 53344 
grains of fine gold per Rupee (6) the accep- 
tance of sovereigns and half-sovereigns at 
Rs 15/- and Rs 7/8/- respectively, ind (d 
the issue cf currency notes in exchange 
for sovereigns or gold bullion. 

As expected, the closing of the rants to 
the free coinage of silver led gradually to 
a rise in the exchange value of the rupee 
and by 1898 the rate of exchange rose to 
Is. 4d In 1898 the practice of selling 
Council Bills for gold in London, and 
issuing notes against such gold in India, 
was introduced with a view to finance the 
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export trade and to prevent the flow of 
excessive gold to India, although its dec- 
lared object was to enable the Sec^'etary 
of State to get funds for the Home Charges 
Fowler Committee aod Gold Standard 

The objects of the currency polic\ of 1893 
having been achieved a new Committee 
was appointed in 1898 to investigate and 
report upon the effectiveness of this policy 
and the introduction of a gold standard 
which was the declared object of that 
policj The Committee examined the 
various proposals for currency reform and 
rejected the schemes of the Government 
of India and that of Mr Lindsay The 
re-introduotion of silver mono-metalhsm 
after the adverse influences of the fall in 
the price of silver was unthinkable Mr 
Lindsay’s scheme envisaged a gold ex- 
change standard which was rejected by the 
Committee on various grounds Similarly 
the tentative proposals of the Government 
of India with a view to an ultimate intro- 
duction of gold standard were rejected 
chiefly on the ground of bad effects of the 
deflation of currency which the scheme in 
volved 

The chief object of the recommendations 
of the Committee was the introduction of 
a gold standard with gold coins into active 
circulation To attatin this ei d the Com- 
mittee recommended (a) the continuance of 
restricted coinage of silver and unrestricted 
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coinage of gold for which a mint was to 
be established (b) that Sovereigns were to 
be made a curre^'t com and legal tender and 
were to circulate side by side with silver 
Rupees at the ratio of Rs. 15 to a Sove- 
reign or Is 4d to a Rupee (e) that the Go- 
vernment should be under no obligation to 
give gold for internal use (d) that all profits 
on coinage of Rupee were to be earmarked 
into a special reserve called, the Gold Stan- 
dard Reserve, and should not he frittered 
away on the development of railways etc, 
or merged into the general revenues of the 
Government This reserve was to b'* kept 
in gold to maintain the eicchange value of 
the Rupee at Is 4d gold, and(e) that no 
fresh coinage of silver was to be under- 
taken till the gold exceeded the require- 
ments of the public 

Although the Commitee had in view 
a gold standard, yet their tentative recom- 
mendations for its ultimate establishment 
brought into existence a Limping Standard 
under which both gold and silver were un- 
limited legal tender but mints were open to 
free coinage of gold only 

The Government of India professed to 
accept all the recommendations of the Com- 
mittee but, when it came to practise them^ 
they were observed more in breach than 
execution The Coinage Act of 1899 made 
sovereigns and half-sovereigns legal tender 
throughout British India at the rate of 
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Rs 15 to the £. They created the Gold 
Standard Reserve in 1900 out of the profit^ 
on coinage of Rupees and made an attempt 
to issue sovereigns for which a branch of Her 
Majesty’s mint was opened in Bombay. 
They also notified to the railways to assist 
them in their efforts to introduce a gold 
standard by receiving and paying gold. 
But on account of the severe famines in 
1899, 1900 and 1901, the sovereigns did not 
circulate and were returned to the treasur- 
ies Then against the recommendations 
of the Committee silver coinage was re- 
adopted for public need in 1899-1900 After 
this no attempt was made to famibanse 
the people with the use of gold and the 
Government came to the astounding con- 
clusion that the Indian people preferred 
the silver Rupees to the gold sovereigns and 
hence dropped the idea of a gold mint in 
1902 A second serious departure from the 
Committee’s recommendations was that the 
profits on coinage were not earmarked into 
the special reserve, as recommended, but 
were utilised for famine relief, and in 1907, 
in pursuance of the Mackay Committee’s 
recommendations, one million pounds^ 
were spent on the capital programme 
of the railways and later on one half of the 
profits were spent on railways till GSR 
reached £ 20m. Thirdly^ the whole of this 
reserve was not kept in gold, but a part 
of It was invested in short-term sterling 
securitie'i and the gold was placed in 
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London because the Secretary of State 
refused to allow the Government of India 
to keep It in India. A silver branch of the 
GSR u as formed and kept in Rupees in 
India In 1904, the Secretary of State 
declared his intention to sell Council Bills 
■without limit at Is 4|d uhich was the gold 
exDort point from London to India Then 
in 1907 a to meet the requirements of the 
import trade, caused by a failure of the 
monsoons, the Government of India, at the 
instance of the Secretary of State, declared 
their intentions to sell Reverse Councils on 
London at Is Olfd per Rupee Very often 
G Bills were sold below gold point 
against the Paper Currency Reserve 
and the flow of gold into India was pre- 
vented The gold m the P C R was used 
for the purchase of «ilver for coinage In 
1909 the Government of India wanted to 
keep a Paper Currency Reserve of 9ni 
sovereigns but the Secretary of State op- 
posed It on the ground of stringency in the 
London Money Market In 1912 they made 
a proposal for the establishment of a branch 
of the Royal Mint but it ■wis not till the 
Great War that the Bombay mint wts made 
a branch of the Royal Mint A uer isal of 
the despatches of the Government of India 
and the replies of the Secretary of State 
theieto brings out clearlj the fact that the 
Government '•f India made constant appeals 
to the Secretary of State for the introduc 
tion of a gold cur’-ency but the latter, 
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together with the British Treasury and the 
“City of London”, maintained a firm atti 
tude of opposition. 

Thus was evolved, by administrative 
practice, the system of the Councils and 
the Reverses which form even to-day the 
key-stone of the Indian currency system. 
In the place of the gold standard with gold 
coins into active circulation, as recom- 
mended by the Fowler Committee, the Gold 
Exchange Standard came into existence 
and continued till 1917 when it broke down 
on account of the abnormal conditions of 
the War 

In the meantime the currency and ex* 
change policy of the Government of India 
had led to carping criticism from Indian 
publicists and businessmen The chief criti- 
cisms were 

(1) that it transferred from India to 
England an immense block of India’s 
resources aggregating over £ 70m. 
where they were lent out at low 
rates of interest to the London 
bankers, while India was starved of 
money until at one time there was 
no money available for loans even 
against Government Securities and 
the hank rate was artificially high , 

(2) that the unlimited, and at times 

below the gold point, sale of Councils 
Bills prevented the free flow of gold 
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to India to liquidate her normal 
favourable balance of trade , 

(3) th^t the sale of Reverse Councils in 
1907-8 caused a loss of £8 to £9 m of 
gold in the attempt to raise the 
exchange value of the Rupee , 

(4) that the Gold Standard Reserve was 
invested in sterling securities in 
London instead of being kept in 
India , 

(5) that It was utilised for railway 
capital expenditure , 

(6) that a large sum of the Paper Cur- 
rency Reserve was transferred to 
London , 

(7) that a silver branch of the GSR 
was formed to facilitate the coinage 
of Rupees , and 

(8) that token Rupees were forced into 
circulation in excessive quantities 

And all this was done, it was alleged, at 
the dictation of the small Finance Com- 
mittee of the India Office under the direct 
influence of the “City of London” When 
the Government purchased silver for coming 
Rupees through Montagu & Co , instead of 
the Bank of England, a hue and cry was 
raised and a senes of articles appeared m 
the “Tiroes” criticising the Government 
currency policy While the Government 
had ignored throughout Indian cirticisra 
they could not ignore this fcnticiBin from 
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London Moreover, as noted above, there 
•was a sharp difference ot opinion between 
the Secretary of State and the Government 
of India with regard to the quantity and 
form ot the GSR and holding of a large 
amount of gold in India in the FOR and 
the coinage of sovereigns Under these 
circumstances, a Royal Commission under 
the chairmanship of Mr A Chamberlain 
was appointed in April 1913 are reported in 
February 1914 This is known as the 
Chamberlain Commission 

Chamberlain Commission 

The Commission examined in detail the 
working of the Indian Currency System 
since 1893 and the majority concluded that 
it was uncessary for the maintenance of the 
exchange value of the Rupee at Is 4d to 
have a gold currency and that, unlike the 
belief of the Fowler Committee, it was 
possible to have a gold standard without 
a gold coin in active circulation It was 
not to the advantage of India to have a 
gold currency which was less effective than 
gold in reserve for supporting exchange, 
and its introduction would militate against 
the use of notes which was a more desirable 
form of currency and gold would be wasted 
because of the hoarding habit They were 
also not in favour of opening a gold mint 
in India, but stated, that if Indian senti- 
ment genuinely demanded it, and the Go- 
vernment was prepared to incur the 
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expense, they had no ob 3 ection to the gold 
mint on principle, provided the com to 
be minted was the sovereign or half- 
sovereign The hading of the Commis- 
sion was that, although the Gold Ex 
change Standard was evolved through 
administrative practice, and as a result 
of a senes of experiments, yet, it was a 
sound and efficient system The majority 
therefore patted the Secretary of State and 
the Government of India on their backs for 
evolving the ‘limping standard’, and main- 
taining the exchange value of the Rupee 
(in 1907 08) at Is 4d through the mecha- 
nism of the Council and Reverse Councils 
and preventing an excessive accumulation 
of gold in India, and recommended that this- 
system should continue Sir James Begbie, 
the only Indian Banker on the Committee, 
submitted a strong minute of dissent and 
urged that “the true line of advance was 
to discourage the extension of the token 
money by providing further facilities for 
the distribution of gold when inoieases to 
the currency became necessary, including 
the issue of an Indian gold com of a more 
convenient denomination than the sovereign 
or half-sovereign ’ 

With a view to strengthen the stability 
of the exchange value of the Rupee and to 
the perfection of the Gold Exchange Stand- 
ard the majority recommended 

That the internal currency (notes and 
rupees) should be supported by a thoroughly 
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adequate xeseTve of gold and sterling , tliat 
the <3r S. R. should be strengthened by 
crediting all profits on coinage to it and 
by fixing no limit to its amount , and that 
half of It should be held in gold and its 
Rupee branoh should be abolished , that 
Reverse Councils should be sold on demand 
at Is. 3||d per Rupee , that the Paper Car- 
renoy should be made more elastic by in- 
creasing the fiduciary portion from Rs 14 
crores to Rs 20 crores at once, and there- 
after, by fixing a maximum equal to the 
amount of notes held by the Government in. 
the Reserve Treasuries plus IjZ of the net 
ciiculationandby making temporary invest- 
ments or loans from the fiduciary portion 
within this maximum in India and in Lon- 
don as an alternative to investment in per- 
manent securities , and that if no gold mint 
was opened then the notification to receive- 
refined gold in exchange for Rupees or notes 
at the Bombay mint should be renewed. 

While the Government were considering 
the report of the Commission, the Great 
War broke out and interfered with thevr 
giving effect to these recommendations. 
But some immediate steps were taken soon, 
after the starting of the War viz , 

(fl) the «;ilver branch of the G. S R was 
abolished ; 

(6) steps were decided to be taken in case 
of fall of exchange ; 

(o) facilities were given for the encash- 
ment of notes. 
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CHAPTER XVI 


Indian Currency {Conttnued) 

Tke Great War (1914—1919) 

The Grert War caused a tremendous 
blow to the currency and exchange systems 
of the whole world, and although I dia was 
so far away from the theaters of War, 
she could not escape the blighting effects 
of that armageddon At the time the War 
broke out the Indian currency system was 
firmly established, on the Gold Exchange 
Standard the salient features* of which 
were — 

(t) That che currency consisted of silver 
rupees and currency notes together 
with the sovereigns* and half 
sovereigns as unlimited legal tenders 
at the rate of Rs 15 to £1 or Is 
4d to the rupee and subsidiary coins 
for small payments 

(tt) That the rate of exchange was pre 

*Fot & detailed ftcoount aee Cbapter XVIII 

^Ordmarily they did not form part of tde internal 
oiioulition hut were available at the eobeduled rate 
for payment abroad The rupees and the notes were 
not convertible into gold for internal purposes and 
even for external purposes the Oovernment had an 
obligation to convert them either into gold or into 
foreign exchange at their option and convenience 
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vented from rising above gold import 
point i e , Is 4|d by tbe unlimited 
sale of Council Bills at gold point 
London , and it was prevented falling 
from below the gold export point 
^ e , Is Slid by the unlimited sale 
of Reverse Councils or Sterling bills 
in India The Councils were paid 
out to exporters m India in rupees 
and notes at the Government trea 
•suries and the funds paid for them 
by foreign importers of India pro 
duce accumulated in London with 
the Secretary of State on behalf 
of the Government of India, ut of 
which the Reverses were paid in 
Loudon to the foreign exporters 

<ut) That a Gold Standard Reserve was 
maintained partly in England in 
gold and sterling securities chiefly 
and partly in India in silver and 
rupee securities mainly to enable 
the Secretary of State and the 
Government of India respectively to 
meet the Reverses and the Councils 
and thus maintain the rate of 
exchange 

<tt>) That a Paper Currency Reserve was 
also maintained for securing the 
conv«srtibility of the notes mainly 
in silver coin, bullion and rupee 
securities in India and partly in 
gold coin and bullion and sterling 
securities in England 
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Theoretically the two Reserves were 
designed to serve their specific purposes of 
maintaining exchange and convertibility 
of notes, but in practice their action was 
interlocked for the support of exchange and 
the gold and sterling securities in the P G 
R constituted the first line of defence 
against a demandfor remittance fromlndia 
The location of the two Reserves partly in 
England and partly in India was extremely 
defective and expensive 

The Indian Currency System thus con- 
sisted of two tokens — the silver rupee and 
the currency note The rupee was a Stan 
dard Token coin and was just like the cur- 
rency note in all respects except its intrinsic 
value It was in fact an inconvertible 
note printed on silver The paper tokens 
were convertible into these inconvertible 
silver notes 

On account of the favourable balance of 
trade a sufiiciently large quantity of gold 
and silver was imported into the country 
on private account 

TFar and its effects on Indian Gurrency and 
Exchange — During the stress and strain of 
the War this currency system completely 
broke down For the sake of clarity of 
thought the efiects of the War may be 
discussed in two parts viz — 

(a) the first part beginning with the 
out break of the War and ending by 1916 
1914 16 , and 
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(6) the second part from the commence- 
ment of 1917 to the end of the War and 
upto 1919 

(a) 1914—16 —The problems during this 
period were the direct out-come of the Go 
vernment ways and means difficulties and 
were to he accounted for 

(i) the loss of public confidence in the 
financial soundness and stability of 
Government amongst ignorant mas- 
ses but chiefly among the Marwaris 
who were the prominent financiers 
of the internal trade and were in 
fluenced by avdgueand unwarranted 
sense of insecurity , and 
<n) the dislocation and depression of 
foreign trade, specially export trade,' 
with us attendant evils which was 
the most out standing feature of the 
period These were due to the panic 
of the war 

The chief symptoms of this panic and 
general dislocation of trade and business 
were — 

(t) the withdrawal of Savings Banh d^asiis , 
(ti) an unprecedented demand for the encash 
ment of notes , 

(lit) a run upon (he gold stocks , and, 
fiv) the weakening of the exchange 
The first three of these symptoms were 
the result of the panic and the consequent 
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loss of public confidence in the stability 
of the Government. The impatience of 
the Marwaris for the conversion of their 
capital into cash to be locked up in their 
iron safes in Rajputana aggravated the 
general position and hence, trade activities- 
and internal credit suffered. The unusual 
run upon the postal Savings Banks resulted 
in a net withdrawal of Rs. 6 crores in the 
first two months of the War and there 
were subsequent with<|rawais upto two 
crores upto 1916. But continuous payment 
restored confidence and the tide turned in 
I915*16, from which date they began to 
increase and stood at 18| crores by the end 
of 1918-19 whereas they were 24i crores on 
the Ist of July, 1914. There was also a run 
on the banks but it lasted only for a short 
time* 

When the war broke out there was some 
lack of confidence in the note issue and 
consequent widespread demand for encash- 
ment This resulted in a net return of 
currency notes to the extent of 10 crorea 
and there was consequently a substantial 
fall in the silver held in the Paper Cur- 
rency Reserve s g.y the P. C R. fell from 
33’94 trores of rupees on Slst July 1914 to 
29'87 crores of rupees on Slst December 
1914 ; but from the spring of 1915 there was 
a steady increase in the note circulation. 

There was a clamour for gold among 
the Marwaris in exchange for notes at 
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the end of July 1914, 'when the Governmeut, 
to prevent its undue depletion, notified to 
issue gold to any person or firm in anaounts 
of not less than £10,000 to distinguish 
between the demand for remittance and 
that for hoarding for internal requirements. 
But the Marwans were too clever and 
they clubbed together to make up this 
minimurQ Thus, within four days, (be- 
tween Ist and 4th of August, 1914) the 
Government lost £1,800,000 worth of gold. 
Then they took precautions to discourage 
withdrawals of gold which, however, proved 
a failure, and on 5th August, therefore, the 
Government stopped the issue of gold 
altogether to private persons 

The weakening of exchange was due to 
the dislocation and depression of the 
foreign trade To meet the situation the 
Government controlled the exchange, as 
they had done, in 1907 08. and improved 
upon it in some respects They undertook 
to support exchange without any loss of 
time bv all means in their power, and 
offered to sell sterling bills on London upto 
a limit of £1 ra a week until further 
notice To avoid uncertainly caused by 
delay in the arrival of these bills by mail 
steamer, they were paid in London 16 days 
after the departure of the weekly mail 
from Bombay and were sold to provide 
immediate and rapid remittance to London 
to those requiring it The sale of these 
bills amounted to £8,707,000 between 6th 
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August, 1914, and 20th January, 1915 This 
amount was credited to the Gold Standard 
Reserve in India while the Bills and Trans- 
fers were paid in London out of the Reserve 
there Four million pounds of silver held 
in the Reserve in India were exchanged for 
an equivalent amount of gold held m the 
Paper Currency Reserve The applications 
exceeded iSl m limit in the first week, bat 
in the second, they began to dimmish 
gradually till they disappeared in January 
1915 Thus, confidence was restored and 
the commercial community was assured of 
sufQcient and continuous remittance faci- 
lities, and the absence of fear, as to the re- 
duction of bills and ttansfers by the Govern- 
ment, eliminated speculative competition 
In June 1915, however, the financing of 
the purchase of wheat on behalf of the 
Home Government and the demand for 
remittance of aubscriplions to the Home 
War Loans caused again a fall in the ex- 
change When these transactions were 
completed, trade activiti brought about a 
reversal of exchange and a strong demand 
for Councils arose Some of these bills 
were paid out of the Gold Standard Reserve 
in India while the sums received in pay- 
ment were credited to the reserve in London 
which regained strength in this way 

These disquieting features of the first 
shock of War lasted only for a short time, 
and, with the readiness of the Government 
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io meet all demands, public confidence in 
the currency and exchange policy -was res- 
tored and the currency system began to 
Vork smoothly The Gold Exchange Stan- 
dard di'iplayed a great strength and the 
stability of the rupee was maintained. 
However, it was brought about by artificial 
measures, the rupee was virtuallv inconver- 
tible into pure gold, its stability was only 
temporary and during the second period 
exchange proved a source of considerable 
embarrassment, anxiety and loss 

(6) 1917 19 — The second part of the War 
witnessed a Parital breaJcdown of the Gold 
Exchange Standard^ a progressive and abnormal 
rxze %n exchange, an unprecedented demand for 
silver coinage for financing the war worlt in 
India and abroad, a considerable inflation of 
paper curreneu, and a dislocation of the mecha 
msm of Government finance and of trade finance 
also which revealed very clearly the intimate 
dependence of Indian trade, on the financial 
machinery of the Government of India The 
difficulties of the Government and of trade 
had two aspects — (a) external relating to rue 
in exchange and (b) internal relating to the 
■expansion of currency 

External 

Rise in Exchange Rate and its Causes — 
Towards the end of 1916, great and varied 
complications in the currency and exchange 
-caused an unprecedented strain on the 
resources of the country These comph 



234 MONEY CURRENCY AND EXCHANGE 


tions arose from (a) an enormous favourable 
balance of trade (b) the exceptionally heavy dis- 
bursements on behalf of the Allies^ Dominions 
and Colonies for the "purchase of foodstuffs and 
raw materials for the War (c) a heavy decline 
in the imports from the continental countries of 
Europe and (d) an abnormal rise in the price 
of silver The upshot of all these complications 
was the exceptional rise in exchange and absorp 
tion of an enormous quantity of rupees and 
notes 

The suocesiful working of the Indnn cur- 
rency system and the abiluy of the Govern- 
ment of India to reni‘t to London funds for 
the payment of the Home Charges had beende- 
pendent on a substantial favourable balance 
of trade A substantial part of this favour- 
able ball nee of trade look the form of im- 
port of precious metals by private Agency» 
and, the remainder of the excess, that of 
the remittances which were sold by the 
Secretary of State to meet his Home 
Charges India h<*d enjoyed a series of 
very prosperous years even before the War 
during which this prosperity continued, 
though at a slightly lesser figure, the 
average annual net exports in the period 
1909-10 to 1913 14 were £52,217,200, whereas 
between 1914 15 to 1918-19 they were 
£50,387,700 But if we take into considera 
tion the three years I9l6 19, re, the second 
part of the War, when the currency diffi- 
culties were very acute, the average balance 
of trade was decidedly greater than that 
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of the three years preceding the War, e g.y 
it rose from £53,429-200, the prewar figure, 
to £59,601,100 or about £60 m. during 1916 19 
on an average This great rise in the 
exportable surplus was due to abnormally 
high prices during the War and to the vast 
supplies of food-stuffs and raw materials 
for the use of the Allied Powers. Simul- 
taneously with this rise in export, there 
Was a reduction in imports from Austria, 
Germany, Italy, France and United King- 
dom, because the productive power of these 
combatants was completely absorbed m the 
production of war materials. It was uuly 
the high rise in prices that maintained the 
Value of the import trade This enormous 
balance of credit in India’s favour caused 
S' strengthening of the exchange rate and a 
heavy demand on the Government for the 
supply of currency 

Secondly, in addition to this favourable 
balance of trade, other special causes inten- 
sified this heavy demand for currency. 
India formed the base of important mili- 
tary operations in Mesopotamia, Persia 
and East Africa, where the Government of 
India had to provide funds for the payment 
of Briti'sh and Indian troops and for civil 
expenditure in the occupied territories In 
years, this expenditure totalled £240m. 
Further arrangements had to be made for 
financing of purchases in India on behalf of 
the Dominions and the Colonies, and for 
provision of rupee credits upto Rs 20 crores 
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between 1917 and 1919 for the American 
importers of Indian produce 

These exceptional disbursements created 
a heavy additional demand for currency 
In normal years, as we have seen above, 
the favourable balance of trade was hqui 
dated by free and unfettered imports of 
precious metals But during the second 
part of the War, while the balance of trade 
increased considerably in favour of India, 
It became increasingly difficult to meet it, 
because the import of gold and silver 
into India, was considerably reduced On 
account of the disappearance of a free 
gold market in London, and on the ground 
of the conservation of the gold reserves of 
the Empire in its interests, the export of 
gold to India was not allowed The dearth 
of gold led to a strong demand for silver, 
the production of which h id greatly declined 
on account of political disturbance in 
Mexico Hence, it became progressively 
difficult to obtain silver and in July 1917 
all private import of silver into India was 
stopped The total imports of precious 
metals into India in the quinquennium of 
the War fell down to £35 984 000, from the 
"prewar quinquennium of £120,242 000 This 
reduction in the import of the precious 
metals threw the burden liquidating the 
favourable trade balance on the Government 
of India 

Rise in Exchange Causes —This led to an 
abnormal increase in demand for Councils, 
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but the Secretary of State wa« unable to 
meet the demands of trade , firstly, because 
the sale of Councils cashed in India imposed 
a heavy strain upon the balances of the 
Government of India which were being 
depleted by the enormous expenditure ex- 
ceeding £250m. on behalf of the Horae and 
Colonial Governments and which ii re- 
covered in London Thus, the strain on 
the rupee balances in India caused by the 
War disbursements diminished the Secre- 
tary of State’s powers of offering Councils 
at the crucial point Hence, he limited the 
sale of Councils which produced an adverse 
effect on the export trade BttondXy, the 
Secretary of State s financial requirements 
were covered several times over by the 
recovery of disbursements in India and 
therefore, he had no need to sell Councils 
for his requirements This led to a nse x% 
the rupee sterling exchange and India had to 
accumulate deferred payments abroad be- 
cause there was an embargo on the import 
of gold 

The second cause of the rise tn exchange was 
the enhancement %n the gold price of sUver The 
war disbursements in India continuously 
transferred enormous funds belonging to 
tne Government of India from India to 
England, and the piobJem was how to 
bring them back to replenish the depleted 
balances To finance the trade in war 
materials the Government was obliged to 
supply a huge quantity of silver rupees, the 
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absorption of which increased by nearly 
250 per cent over the pre-war average, e g , 
the absorption of rupees and half-rupees 
increased from 878 lakhs between 1909- 
1914 to 2,208 lakhs between 1914-1919 To 
complete the minimum for safety and to 
avert the threatend inconvertibility of 
the note issue the Government was com- 
pelled to make large purchases of silver and 
to coin It into rupees at a time when the 
production of silver had fallen off on 
account of the strikes in Mexico and its 
demand had increased unueually for co- 
mage The unusually keen demand for silver 
18 evident from the fact that 108m ounces 
were consumed during I916>l8in the British 
Bmpire alone as against 80 5m ounces bet- 
ween 1910 13 A similar increase in other 
coimtne*' also took place and the more so 
in China which, instead of being a seller of 
silver, became an intensive purchaser after 
1917, This further increased the additional 
demand for currency. The Government cf 
India increased her purchases of silver 
from 180 m ounces to 500 ui. oz. These 
large purchases in the v^ake of the decline 
of supply of silver and the increased demand 
irom other quarters led to an abnormal rise 
All the price of silver. The price at first rose 
slowly and steadily but afterwards rapidly, 
Bpeoially after the middle of 1919 on account 
-of the depreciation of the dallar-sierling 
exchange. The price of silver in the Lon- 
don market increased from 57d per stan- 
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■deid ounce in 1915 to 55d in September 1917 
when both 13. S A and XJ. K. controlled it 
between Septen her 1917 and May 1919, dur- 
ing which period it moved between 47|d 
and 50d The removal of the “pegging” in 
May 1919 sent the price of silver to 58d 
which on De^,ember 1919 rose to the record 
figure of 78d per ounce 

The abnormal rue in the price of silver 
made it impossible to com rupees at a profi.t 
£ g \n August 1917 the price of silver ex 
ceeded 43d which luarked the point at which 
the exchange value of the rupee at Is 4d was 
equal to us intrinsic value, so that any rise 
in the price to 4dd and above 7nade it neces 
sary to raise the exchange valve of Vie rupee. 
The rapid rise in the price of silver since 
May 1919 was due to the exceptional de- 
mands from China Another factor which 
tended to raise the price of silver in the 
London market was “ the cross-rate ” %. e., 
London New York exchange rate between 
the Dolar and the Pound. As | of the 
world 8 supply of silver came from America, 
Its price had to be determined by reference 
to the London New York Exchange, because 
the Government of India purchased her sil- 
ver through the Secretarj of State in Lon 
don Any rise or fall in that rate of ex- 
change reflected itself in the price of silver, 
because any fall in sterling-exchange would 
result in paying more sterhng for a given 
quantity of silver than before. Under these 
oircustances, if silver had to be bought ior 
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Indian coinage, the exchange value of the- 
rupee would have to be raised Hence, a» 
the price of silver rose steadily, the ex- 
change value of the rupee had to be raised 
accordingly, otherwise the intrinsic value 
of the rupees would have been greater than 
Its exchange value, and as a consequence, 
the rupee would have disappeard from cir- 
culation, would have been melted down or 
exported This heavy purchase of silver and 
Its rising prices leading to the raising of 
the exchange rate rendered the prewar 
currency and exchange system impractic- 
able. 

To conclude, as the sterling price of silver 
rose higher and higher, the bullion value of 
the rupee exceeded its legal value, making 
It profitable to melt or export it This would 
have happened, if the Governn ent had 
maintained the legal value of the rupee at 
its old level of Is 4d. in spite of the rise 
in the price of silver. The coming of rupees 
and the maintenance of the old sterling 
value of the rupee under such condition 
would have caused a substantial loss to the 
Government Hence, the prohibition of 
melting rupees was legalised and the ex- 
change value of the rupee at the basis of 
the councils rates was gradually raised 
from Is. 4|d per rupee in August 19J7 to 
2s 4d per rupee in December 1919 in sym- 
pathy with the price of silver Thus, the 
Gold Exchange Standard, resting on the 
fundamental basis of conversion of internal 
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cuTrency into internAtional currency at a 
stable rate for remittance purposes, broke 
down under tbe stress of war conditions 
The following table shows how rates 
were raised from Is 4|d to 2s 4d between 
1917 and 1919 — 


Date 1 

1 

Exchange 
in 1 

StetltDg 

Data 

Exchange 

in 

Sterling 

1 

3rd Jan 1917 

4id ' 

11th Aug 1919 

Is lOd 

28lb Aug 1917 

Is Sd 

15th Sep 1919 

Zs Od 

m Apr 1918 

Is 6d 

atnd Nov 1919 

23 2d 

13th May 1919 | la 8d 

UthDec 1919 

23 4d 


The nse in the exchange rate and 
uncertainty as to its return to normalcy 
caused a setback to the export trade, but, 
on account of certain relieving features, 
the loss was not immense These features 
were : — 

(t) want of competition from foreigners , 
(ti) the heavy demand for India’s staple 
commodities , 

(w) the actual war rupee prices being 
higher than the pre-war prices and 
the exchange difficulties throughout 
the world 


16 
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However, after the cessation of hostilu 
■ties and the gradual establishment of 
normal conditions, the competition from 
abroad was revived while the exchange 
difficulties increased , secondly, the cost of 
living and expenses of production siibstan 
tially increased with a rise in general 
prices, and thirdly, the exchange difficulties 
of India could not be compared with those 
of other countries 

Interna! 

Expansion of internal currency —The huge 
war expenses necessitated the issue of large 
amounts of currency The Secretary of 
State had no ueed to sett Gouuctls for hia 
requirements, but, for trade demands he 
had to sell them in lai^e amounts and the 
encashment of these drafts in India 
also necessitated the issue of currency 
in large amounts Those disbursements 
were met to some extent out of re«'’enues 
and the proceeds of the war loans but 
to a large extent by putting into cir- 
oulation some gold and large volumes of 
silver and paper currencies, and by the 
creation of credit The result was a con 
UnuQus upward movement of prices When the 
rupee balances sank very low, ths Gover- 
ment did issue gold corns and bullion but 
It was of little relief because the Govern- 
ment had no large stocks of gold and the 
import of it was considered prejudicial lo 
the interests of the Empire Moreover, the 
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little issue resorted to was made in a half- 
hearted and piece meal tashion with the 
result that the premium on gold drove gold 
<;otws out of circulattoin Then the issue of notes 
was resorted to as far as possible and even 
beyond the limit of prudence But their 
issue was limited by the want of habit 
among the masses to u«e notes and es 
peoially hy the discottat and the require- 
ments of keeping an adequate metallic 
reserve to enable their convertibility on 
■demand Any effort on the part of the 
Government to force notes upon the public 
enlarge amounts would have shaken the 
public confidence in Government credit and 
thus resulted in a serious depreciation of 
notes and inflation of prices (The Govern- 
ment however, curtailed the facilities for 
ihexr encashment and, on account of the 
inadequacy of metallic backing, their issue 
Amounted to a compulsion to accept them 
The only course, therefore, left to the 
Government was to issue immense quantities 
of silver rupees The absorption of rupees 
during the war quinquennium increased by 
25% as compared with the prewar quinquen- 
nium • The Government purchased large 
quantities of silver for the purpose through 
the Secretary of State in spite of the diffi- 
culties of exchange and the nse in the 
price of silver These large imports, how- 
ever, did not suffice to meet the needs of the 
Government which passed through a silver 
■crisis in 1918, when its balances sank very 
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low, and had it not been for the timely 
help of U S A , which sold large amounts- 
of Sliver to the Government of India, the 
inconvertibility of notes could not have 
been avoided and a serious financial panic 
would have followed 

With regard to the development of paper 
currency, measures were taken jn the 
beginning to ensure the convertibility of 
the notes not merely at Currency Offices 
but also at district treasunes and at the 
branches of the Presidency Banks These 
facilities were made real and effective by 
suitable arrangement for the supply of the 
necessary com The result was a phenomenai 
evpatw/in of paper currency e g the gross and 
active circulation of notes "between SIst March 
1914 and 1919 -increased by no lees than 1S2% 
and J68% respectively. This expansion of 
paper currency was satisfactory so long as 
it was voluntary, backed by adequate 
metallic reserves and freely convertible at 
its face value. In the absence of any 
alternative methods to meet the huge 
war disbursements, the Government began 
to meet part of the expenses by the 
issue of paper money This oirculartion of 
the notes was inflated and the note issue 
ceased to be voluntary The facilities given 
in 1915 for encashment of notes in the district 
treasuries and branches of the Presidency Panks 
loere withdrawn The rupee balances were 
concentrated in the head currency (ifflces 
where the redemption of notes was legalised. 
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and, to prevent the withdrawal of balances 
in these ofBces, the hooking of specie hy rail or 
steamer and its transmtsswn hy post was made a 
legal offence. The notes thus became inconvertible 
except in the three Presidency Towns. Later 
in January 1919, even at the currency 
ofBces, the daily issues of rupees to single 
tenderers of notes were limited to meet 
only small demands in full. The result was 
their depreciation Thirdly, notes of rupee one 
and Rs 2(81- were issued in December 1917 
and January 1918 respectively against the 
currency principle that the denomination of 
notes should not he low Moreover, the notes 
were printed on very bad paper which 
involved a considerable loss to the culti- 
vators. Fourthly, the metallic portion of the 
reserves against the notes continually diminished 
while the invested portions increased. At the 
out-break of the War, the Indian Paper 
Currency System was based on the principle 
of the note issue of the Bank of England 
Charter Act of 1844 ; the fiduciary portion 
of the reserve against notes was restricted 
to 14 crores of rupees and for every note 
issued beyond this sum a corresponding 
amount of silver or gold had to be kept 
in the reserve. During the war, however, 
the fiduciary portion of the reserve conti- 
nually increased and the principle of the 
Bank Charter Act of 1844 was aban- 
doned. This led to the inflation of the 
paper money and made xi xn effect a forced 
loan from the Indian puhlxc^ free of interest. 
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The fiduciary ‘partvon of the reserve amounted 
to 3ddX and 647% on 31st March 1918 and 
1919 respectively above the pre war average. 
The metallic portion went on diminishing 
until on Zlst March, 1919 it formed 85% of 
the total as against the pre-war qutnqueunnium 
average of 78%*. 

Summary of Measures taken by tbe Government 

To meet these abnormal circumstances, 
the Government first of all tried to control 
and regulate exchange by putting a limit to the 
sale of the Councils in London on India, in 
order to avoid the threatened inconverti 
bihty of the note issue But this limitation 
in. the Councils, at a time when the demand 
for remittance to India on account of her 
enormous favourable balance of trade, was 
strong, led to a divergence between the 
market rate of exchange and the rate at 
which drafts were sold. Therefore in order 
to allow the continuity of the Indian 
exports tor war purposes unfettered the sale 
of drafts was confined to banks and firms on 
the "approved list” which included ike chief 
exchange banks and a few large purchasers, and 
these in turn were required to do business on 
prescribed terms with third parties and concen 
trate their resources to financing the export of 
commodities needed by the Allies for ivar only 

♦For a detailed discussion of the effects of tbe 
Great War oa Indian Currency and Exchange see 
Dr Panandikar’s "Econoinio Consequences of tbe 
Wsi for India ' 
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Thus, the free and unlimited remittance 
system had to be suspended and was revived 
only with the revival of a free gold market 
and the restoration of normal conditions 

Secondly, when ihe price of silver rose above 
43d the rat-- of exchange was gradually raised 
in proportion with %t from Is 4d to 2s 4d 

Thirdly, when these measures proved 
ineffectual, the Government increased the 
supply of currency by purchasing silver through 
the Secretary of State to the extent of 82 
crores ounces in five years To avoid com- 
petition in buying silver, which would have 
raised its price still further, the import of 
silver on private account was prohibited in 
September 1917 Still the world demand for 
silver being great, the Government ofij SA 
was requested to release a portion of the silver 
dollars held in their reserves which request 
was acceeded to in April 1918 by the passing 
of the Pittman Act, which permitted the 
sale of 35 crores of dollars from the dollar 
reserve, and out of this the Government 
of India secured 20 crores of fine ounces and 
tided over a very serious currency crisis 

Fourthly, to protect the currency against 
dissipation by export or melting the use of 
silver or gold com for other than Currency 
purposes was made illegal from 29ih June 
1917 , whereas the export of stiver, as we have 
just seen above, was prohibited except under 
licence from ihe 3rd September 1917. 
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F%fthly, the use of silver was economised 
by the issue of 4^ rupee and one rupee notes 
in 1917 and 1918 hy the introduction of new 
two anna, four anna and eight anna mcltel 
coins Thus, the internal currency wa*s 
expanded to meet the rising prices. 

BixiJdy, efforts were made to increase the 
stock of gold by requiring from 29th June 
1917 that all gold imported into India should 
he sold io the Qovernment Further, the gold 
mohur t. e a fifteen rupee com of the same 
weight and fineness as the sovereign was also 
minted at Somhay to supplement the stock 
of sovereigns which were iS'Ued to the 
extent of £ 11 tn for financing of crops 

Setenikly, as a result of the policy of 
encouraging the use of notes by providing 
ample facilities for their encashment the 
gross circulation of notes increased jrom 
66,12,00,000 to 1,53,46,00,000 by March 1919 
and Rs 1,79,67,00,000 6y November 19l9 But 
the increased absorption of rupees and the 
impossibility ot purchasing silver, due to 
Its abnormally high price, made the incon- 
vertibility of the notes appear to be inevit- 
able and an unfavourable war news in 
March and April 1917 caused a run on the 
Currency Offices The Government therefore 
withdrew the facilities for the encashment 
of notes at the District Treasuries and 
put restrictions on the transport of specie 
within the country. It was the delivery of 
Pittman Silver from USA that saved 
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the situation Thus, the gross circulation 
of notes between 1914 19 increased nearly 
three fold and necessitated the increase 
in the invested portion of the Paper Gurrency 
Beserve which was raised from 14 crores to 
120 crores by various ordinances In certain 
papers of the country there was a discount of 
19 p 0 on the notes but in 1919 it tended 
to disappear when it was found that notes 
were freely accepted in payment of Govern 
ment dues 

Bighihly, various finanotal measures were also 
taken to increase (Government revenue, and 
curtail expenditure, various War Loans 
were floated which yielded Rs 130 crores , 
and short term Treasury Bills were issued 
which brought in about 65 crores of rupees 
All these measures assisted the Government 
to a very great extent to meet the heavy 
demand for remittance to India * 


E Dadacbainji fftstory of Indi&n Currenct, 
and Exchange 



CHAPTER XVII 

INDIAN CURRENCY (Continued) 

Pott War Period <1919 25) 

We hive seen in the last chapter how 
by various drastic measures and rigid con- 
trol of exchange the Government was able 
to tide over the financial and currency 
difficulties due to the War, but the cumu- 
lative effect of all this was to jettison the 
currency policy pursued so far to stabilize 
the exchange at Is 4d gold 

Bahington GorMtuiUe and 2& 

On the ce-^sation of the War the highly 
favourable balance of trade continued un 
abated on account of the heavy demand 
from America and England to Manufacture 
peace time goods and so did the price of 
silvei. Under these circumstances, in May 
1919 the Babington Smith Committee was 
appointed, the chief object of whose re 
commendations w-'s to secure a stable rate 
of exchange without impairing the con- 
vertibility of the note issue in India and 
without debasing the standard silver rupee 
or substituting another com of inferior 
metallic content To attain these ends it 
was imperative to link the rupee to gold 
and not to sterling and to fix the exchange 
ratio at a rate at which silver could be 
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purchased for ooining rupee without loss 
The Gommtiiee fixed this rate at 2$ gold to 
the rupee or rupees 10 to th*’ pounds or the 
rate of one rupee for 11 S0016 grams of 
fine gold both for foreign exchange and for 
internal circulation The Corarnittee argued 
that the rise in exchange (1) had checked 
and mitigated the rise in Indian prices 
and had been to the advantage of the 
country as a whole, (2) that Indian trade 
was not likely to suffer a permanent 
injury from the fixing of the exchange at 
a high level nor would the development of 
Indian industry be seriously hampered by 
it, and incidentally It would be of advan- 
tage to the Government in meeting the 
Home Chirgo«5 % e ([nterest on sterling 
debts of all kinds , salaries and pensions 
of oml and military officials, administra- 
tive expenses in England , payments for 
purchase of stores by Governments and 
railwaj s etc and freight and commis- 
sions etc.) As the rupee falls in its gold 
value the numoer of rupees required to 
satisfy these payment rises At Is 4d 
exchange to remit 25 million pounds in a 
year the rupee cost would be 37J orores but 
at 2s rate it would be only 25 crores, that 
IS to sa5, a saving of 12^ crores would 
accrue On the other hand, a revaluation 
of the sterling investments and the gold 
with the Secretary of State would lead to 
a loss of 38 4 crores which would be wiped 
out in three years if the saving in Home 
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Charges were utilised for this purpo-se only, 
and thereafter there would be no need for 
additional taxation The only Indian 
member of the Committee Mr. D Dalai, 
opposed very strongly these views of the 
Committee and advocated the maintenance 
of the exchange and its stabilization at Is 
4d. gold and not 23 gold. He very strongly 
criticized the Government for having bols- 
tered up the exchange during the war by 
artificial and arbitrary means and warned 
that the raising of the rate permanently 
would ultimately bring (1) intense distress 
to millions of the helpless masses, (i) would 
disturb the relation between debtors and 
creditors , (3) would dislocate the export 
trade, (4) would give a set-baclc to several 
Indian industries and (5) would turn the 
balance of trade against the country 

A perusal of the working of the Indian 
currency system as it developed after 
1893, brings out clearly the inherent weak- 
ness of the system in that, while it provided 
against a fall in the value of the rupee 
below Is 4d , it was not a proof against a 
rise in the value of the rupee above Is 4d 
consequent on a rise in the price of silver. 
The rupee melting point, tn short was not con- 
sidered in framing the Indian currency policy 
The Government of India accepted the 
recommendations of the majority of the 
Committee and notified on 2nd February, 
1920, that the acquisition rate for licensed 



INDIAN CURBENCY (1919—25) 253^ 


gold would be fixed at Rs 10 per sovereign ; 
that Council Bills and Telegraphic Trans- 
fers would be offered weekly for sale by 
competitive tenders without anv fixed 
minimum rate, subject to the price of gold 
being regulated by the Sterhrg-Dollar 
Exchange , that the obligation ot the 
(Government to give rupee in exchange for 
sovereigns at Rs 10 was cancelled , that 
prohibition of, and import duty on, silver 
were abolished and the prohibition of 
melting gold and silver coins was removed 
The Government announced its intention 
to maintain the rate at 2s. gold by 
the sale of Reverse Councils on London 
at the market rate at a time when the 
market price of silver was higher than 2s 
gold. It would be remembered that the 
report was signed in December 1919, but 
action was taken on it in the first week of 
February 1920 This resulted in such an 
upreoedented demand for the Reverses and 
speculation that a difference between the 
Reverse Council rate and the market rate 
appeared and the money market was com- 
pletely disorganized In 1920 the market 
rate and the rate at which Reverses were 
sold were in the Period from January to 
March 1920, 2s. 6d , 29. 8d , 2s. lOd and 
2s.lld. To add to the difficulties the balance 
of trade became unfavourable to India.. 
At the time of the notification of the 
acceptance of the recommendations Indian 
exchange stood at 2s 4d. (Sterling) and was 
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we ik at that *, the gold rate was 2s. 9d., and 
therefore to take advantage of this high 
rate of exchange a great demand for Re- 
verse Councils ensued and the market rate 
jumped up to 23.8d- (Sterling). The effect 
of high exchange rate had been described 
by the Commitee in a pregnant sentence 
“a high exchange stimulates imports and 
chec!^ exports, a tailing exchange exercises 
reverse influence. And yet the Govern- 
ment was foolish enough to attempt the 
stabilization of the rupee at 2s. gold when 
the export trade was already weak. The 
effects ot the iis. rupee on Indian currency 
and trade have been summarised in one 
sentence by Sir Stanley Reed» “A policy 
which was adopted to secure fixity of 
exchange produced the greatest fiuctuations 
in exchanges of any solvent country and 
widespread disturbance of trade, heavy 
losses to Government, and brought hundreds 
of big traders to the verge of bank- 
ruptcy.”* 

"At ^he moment when it was sought 
suddenly and violently to raise the rate 
of exchange by the introduction of the new 
ratio of 2s. gold, the export trade was 
weak and the import trade, in obedience 
to the delivery ot long deferred orders, 
was strong. The very principle enunciated 
by the Committee wrecked the policy 
which they recommended. The rising rate 


*Tliti Indian Year Book 



INDIAN CURRENCY (1919—25) 255 

of exchange scotched the weak export 
trade and gave a great stimulus to imports. 
Unexpected forces like the financial crisis 
in Japan, the lack of buying power on the 
continent, and the transfer of capital from 
India to England at the artificially high 
rate of exchange stimulated these forces, 
but they had their origin in the attempt 
by administrative action artificially and 
Violently to raise the rate of exchange If 
left alone, the natural fall in exchange 
would have corrected the unfavourable 
balance of trade, the official policy exagger- 
ated and intensified it. The effects on Indian 
business were severe. Exporters found them- 
selves loaded with produce for which there 
was no foreign demand, importers found 
themselves loaded with imported goods, 
bought in the expectation of the conti- 
nuance of a high rate of exchange, 
delivered when it had fallen to Is 4d 
from the highest point reached. Immense 
losses were incurred by all importers."* 
Deflation of currency made the money- 
market tight, and by raising the bank 
rate of interest on loanable money, and, 
bringing down the general level of prices, 
brought the importers into serious difficul- 
ties They were hard hit and were com- 
pelled to sell off their stocks at ruinous 
prices. There was also a disastrous effect 
on Indian exchange. The Government 


*The Indian Year Book 
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sold £55,382,000 of Reverse Councils before 
giving up their attempt to stabilize the 
rupee at 2s , which meant a loss of 35 orores 
of rupees to the Indian Exchequer and that 
too at a time when the trade balance was 
adverse to India The Government ‘^old 
53 million pounds of gold without seriously 
affecting the premium on gold and thus 
depleted the reserves 

Even under these disturbed and unsettled 
conditions the Government gave effect to 
the recommendations of the Committee 
They made the sovereign and half sovere- 
igns to be legal tender but accepted them 
at Rs 15 and 7i respectively if tendered 
within 21 days of this notification 2^ m 
sovereigns were returned Both of them 
were made legal tender in September 1920 
at Rs 10 and Rs 5 respectively They 
made changes, as recommended by the 
Committee, in the Paper Currency and its 
admimstration 

Having failed to stabilise the rupee at 
2s gold the Government tried to stabilise 
it at 2s sterling But here again they 
failed and left the exchange to seek its 
natural level on 20th sept , 1920 Left 
alone it settled round about the old ratio 
of Is. 4d or Rs 15 to the pound And the 
Government then tried to prevent it from 
falling below this rate by increased taxation 
and retrenchment, by stopping the sale of 
Council Bills and by a drastic deflation 
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of currency between 1921-22 and later on. 
As a result of these measures the rupee 
reached Is. 4d. sterling in January 1923. 
The stringency in the money market was 
met by the issue of 24 crores of emergency 
paper currency and the exchange began 
to rise of its own accord ; and by October 
1924 it rose to 1 b. 4d. gold or Is. 6d. sterling. 
After this the Government efforts, on the 
representation from the Bengal Chamber 
of Commerce, were directed towards a pre- 
vention of the ratio from rising above Is, 6d. 
sterling. In. April 1925 sterling reached gold 
parity of Is. 6d. and then the Government 
action was directed towards preventing a 
rise of the rupee above Is. 6d. gold. Since 
this date the exchange value of the rupee 
remained practically steady at this figure. 
In the meantime the Government had 
appointed yet another Commission known 
as the Koyal Commission on Indian Curren- 
cy and Exchange presided over by Com- 
mander E. Hilton Young. 

The issue whether the rate in the next 
year was held at Is. 6d. by Government 
action or by natural forces w is the bone of 
contention between the nivijority and the 
minority of this Commission. 

Summary of Recommendatioos 

Tb©^ recommendations of the Smith 
Committee are summarised tvlow : — 

(1) It is desirable to restore stability 

17 
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to the rupee and to establish the 
automatic working of the Indian 
currency system 

(2) The reduction of the fineness or 
weight of the rupee, the issue of 
2 or 3 rupee coins of lower pro 
portional content than present 
rupee or the issue of a nickel 
rupee, are expedients that cannot 
he recommended. 

(3) The maintenance of the converti- 
bility of the note issue is essential 
and proposals that do not ade- 
quately protect the Indian paper 
currency from the risk of becoming 
inconvertible cannot be enter 
tamed. 

(4) The rise iti exchange, in bo fat it 
has checked and mitigated the rise 
in Indian prices, has been to the 
advantage of the country as a 
whole and it is desirable to secure 
the continuance of this benefit 

(5) Indian trade is not likely to suffer 

any permanent injury from the 
fixing of exchange at high level 

If, contrary to expectations, a great and 
rapid fail in world prices were to 
take place and if the costs of 
production in India fail to adjust 
themselves with equal rapidity to 
the lower level of prices, then it 
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might be necessary to consider 
the problem afresh. 

(6) The development of Indian industry 

would not be seriously hampered 
by a high rate of exchange, 

(7) The gain to India of a high rate 

of exchange for meeting the 
Home Charges is an incidental 
advantage that must be taken into 
consideration. 

(8) To postpone fixing a stable rate of 

exchange would be open to serious 
criticism and entail prolongation 
of Governraent control. 

(9) The balance of advantage is de- 

cidedly on the side of fixing the 
exchange value of the rupee in 
terms of gold rather than in terms 
of sterling. 

(10) The stable relation to be estab- 

lished -between the Rupee and 
gold should be at the rate of Rs. 10 
to one sovereign, or in other 
words, at the rate of one rupee 
for 11.30016 grains of fine gold 
both for foreign exchange and 
internal circulation. 

(11) If silver rises for more than a 
brief period above the parity 
of 2s. (gold) the situation should be 
met by all other available means 
rather than by impairing the 
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convertibility of note issue* Such 
measures might be (a) reduction of 
sale of Council Bills , (&) abstention 
from purchase of silver, (c) use of 
gold to meet demands for metallic 
currency. If it should be absolutely 
necessary to purchase silver, the 
Government snould be prepared to 
purchase silver even at a price such 
that rupees would be coined at a 
loss. 

(12) Council drafts are primarily sold 
not for convenience of trade but to 
provide for the Home Charges in 
the wider sense of the term. There 
\9 no obligation to sail draft® to 
meet all trade demands , but, if 
without inconvenience or with 
advantage the Secretary of State is 
in a position to sell drafts in excess 
of hi8 immediate needs, when a 
trade demand for them exists there 
IS no objection to his doing so, sub- 
ject to duo regard being paid to the 
principles governing the location of 
the reserves. 

Council Drafts should be sold as now 
by open tender at competitive rates, 
a minimum rate being fixed from 
time to time on the basis of the sterl- 
ing cost of shipping gold to India. At 
present this rate will vary but 
sterling is again equivalent to gold 
it will remain uniform. 
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The Government of India should he 
authorised to announce, without 
previous reference to the Secretary 
of State on each occssion, their 
readiness to sell weekly a stated 
amount of Beverse Councils (includ- 
ing telegraphic transfers) during 
periods of exchange weakness at a 
price based on the cost of shipping 
gold from India to the United 
Kingdom 

The import and export of gold to and 
from India should be free from Go- 
vernment control 

<14) The statutory minimum for the 
metallic portion of the Paper Cut* 
rency Reserve should be 40 per cent 
of the gross circulation 

As regards the tidnciary portion of 
the reserve, the holding of securi- 
ties issued by the Government of 
India should be limited to 20 crores 
The balance should be held in secu- 
rities of other Governments com- 
prised within the British Empire 
and of the amount so held not more 
than 10 crores should have not more 
than one year’s maturity and all 
should be redeemable at a fixed 
date The balance of the invested 
portion above these should be held 
ID short dated securities with not 
more than one year’s maturity 
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issued by the Governments within 
the British Empire. 

The sterling investments and gold in 
the paper Currency Reserve should 
be revalued at 2s to the rupee. 
The depreciation which will result 
from this revalution cannot b=' made 
good at once but any savings 
resulting from the rise in exchange 
will afford a suitable means of dis- 
charging this liability in a limited 
number of years 

(15) With a view to meeting the seaso- 
nal dem+nd for additional currency, 
provision should be made for the 
issue of notes upto five crores over 
and above the normal fiduciary 
issue as loan to the Presidency 
Banks on the security of export bills 
of exchange 

Minority Report— A.n important member 
of the Committee, Mr Dadiba Dalai of 
Bombay, appended a minority report in 
which he urged the adoption of the follow- 
ing courses — 

(а) The money standard in India should 

remain unaltered, thTt is, the stan 
dard of the sovereign and gold mohur 
with rupees related thereto at the 
ratio of 15 to 1 

(б) Free and unfettered imports and 

exports by the public of gold bullion. 
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and gold coins should be allowed. 

(o) Free and unfettered imports and 
exports by the public of silver 
bullion and silver coins should be 
permitted. 

[d) The existing silver rupee of 165 

grains ot fine silver at present in 
circulation should continue full legal 
tender. 

(e) As long as the price of silver in 

New- York is over 92 cents G-overn. 
raent should not manufacture silver 
coins containing 165 gram of fine 
siver. 

(/) As long as the price of silver is over 
92 cents Government should coin 2 
rupee silver coins of reduced fineness 
compared with that of the present 
silver rupee and same should be un- 
limited legal tender. 

[g) Government should sell Council Bills 
on competitive tenders for the 
amount defined in the Budget as 
required to be remitted to the Secre- 
tary of State. The Budget estimate 
should show under separate headings 
the amount of Council Bills drawn 
for Home Obaiges, for capital outlay 
and disohai^e of Debts. Council 
Bills should be sold for Government 
requirements only and not for trade 
purposes except for purposes men- 
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tioned in the next succeeding recom- 
laendationB. 

{h) “Reverse” drafts on London should 
be sold at Is. 3|ad. The proceeds of 
Reverse drafts should be kept apart 
from all other Government Funds 
and should not be utilised for any 
purpose except to meet drafts drawn 
by Secretary of State at a rate not 
below le. 4Ad. per rupee. 



CHAPTER XVIII 

INDIAN CURRENCY (Confmuerf) 

{A) Hilton Young Commiiiioo — 1925-26 

It was by October 19^ that the rupee 
reached Is 4d gold and thereafter the 
currency policy of the Governraent of India 
was characterised by masterly inactivity. 
The currencies and exchanges throughout 
the whole world were stabilised by this 
time but the exchange in India began to 
nse of Its own accord and went upto Is 6d. 
when the Government thought it necessary 
to take stock of the situation and therefore 
a Royal Commission on Indian Currency 
and Finance consisting of experts with 
Commander Hilton Young at its CbiHrman 
and Sit Henry Strako^-oh a** Gold expert 
was appointed in 1925 By this year 
England had succeeded in stabilising her 
currency and put it on a firm footing 
hy adopting a Gold Bullion Standard The 
Commission had a very wide term of 
reference which included a detailed and 
critical examination of the working of the 
Gold Exchange Standard, the suggestion of 
a stable standard and of co-ordination of 
currency and banking system and means 
to be adopted to achieve it. 

The Commission examined a number of 
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witnesses in Calcutta, Bombay and Delhi 
and wrote its report m London and sub- 
mitted it in 1926. It went into a detailed 
and searching analysis of the Indian 
Currency and Exchange policy, and exa- 
mined the various memoranda and schemes 
for the reorganisation of the currency and 
exchange system on a sound footing The 
main recommendations of the Commissions 
may be grouped under three heads : — 

(t) a suitable monetary standard for 
India , 

(ii) the ratio of exchange between the 
rupee and gold, 

(«i) the creation of a Central Bank of 
issue with a view to co.ordinate 
both currency and credit. 

(«) As to the suitable standard of curren- 
cy for India the Commission examined in 
detail the working of the Gold Exchange 
Standard which revealed a number of 
glaring and patent defects and therefore 
the Commission rejected the restoration and 
prefection of the G E. S on the following 
grounds . — 

(1) that the system was far from 
simple , 

(2) that its working was too compli- 
cated and intricate to be easily 
intelligible to the masses in India ; 

(3) that it involved arbitrary inter- 
ference, control, and management 
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of the currency and the mani- 
pulation of exchange by the Govern- 
ment of India. Its management 
was characterised by a rigidity, in- 
elasticity and a diarchical control 
of currency and credit Currency 
was divorced from credit, the former 
being controlled by the Government 
and the later, if controlled at all, 
by the Imperial Bank of India. The 
Secretary of State manipulated the 
exchange according to his require- 
ments and without any due regard 
to the requirements of the business 
community in India , 

(4) that the system was artificial and 

there was no visible link between 
the rupee md gold into which it was 
convertible theoretically , 

(5) that on account of these causes it 

had failed to inspire public con 
fidence in the currence and exchange 
policy of the Government , 

(6) that It involved an unnecessary 

duplication of reserve , Gold Stan- 
dard Reserve and the Paper Currency 
Reserve for maintaining convertibili- 
ty of note issue and stability of 
exchange and for financing the 
foreign trade of the country through 
the mechanism of Councils and 
Reverses , 

(7) that the system did not secure aa 
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automatic expansion and contraction 
of currency^ and hence, lacked 
elasticity which is one of the funda- 
mental requisites of a sound mo- 
netary policy. The movements of 
the currency were entirely dependent 
on the sweet will of the Government 
of India and Secretary of State and 
were not dictated by the demands 
of thp business community During 
the busy season the currency supply 
was inadequate whirh led to an 
abnormal rise in the rate of discount 
of the Imperial Bank of India upto 
S and i2% The provision of the 
issue of emergency currency to the 
extent of 12 crores of rupees, on the 
recommendation of the B Smith 
Committee, was too inadequate to 
tide over the seasonal monetary 
stringency. The system of financing 
Indian trade was based on cash 
credit or on the advance of money 
against a demand promissory note 
signed at least by two sureties This 
caused a shortage of genuine inland 
trade bills as cover against the 
seasonal increase of currency The 
Government therefore announced in 
September 1924 to issue currency 
against treasury bill deposited in the 
Pappr Currency Reserve in London , 
<8) that the internal circulation con 
sisted of rupees and notes with the 
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unnecessary excrescence of a third 
full value com which did not cir 
culate at all ». e , sovereign The 
obligation to convert the paper 
tokens into silver tokens was highly 
expensive and was> liable to vanish 
if the price of silver went above a 
certain level (43d. per standard 
ounce), when it ceased to be a token 
com. In other words, the gold ex- 
change standard was insecure against 
a rise in the price of silver although 
it was secure against a falh 
(9) that the purpose for which the reserves 
were maintained was not systemati- 
cally followed, The chief purpose 
of the Gold Standard Reserve was 
to provide for the stability of the 
rupee>8terling exchange, if the price 
of silver rose, and with a view to 
achieve this, the Fowler Committee 
had recommended that all profits 
on coinage of rupees should be 
credited to a special reserve in gold 
and must not be utilised for any 
other purpose. But the Government 
never followed a consistent policy 
and depleted the reserve by spending 
It on capital expenditure on the 
railways or by treating it as a part 
of the general reserve. The com- 
position of the reserve was similarly 
unsatisfactory because instead of 
being kept in gold it was mainly 
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invested in long term securities of 
the United Kingdom Government 
The recommendation of the Cham- 
berldiii Commission to abolish its 
silver branch was earned out by 
the Government but its recom- 
mendation that a large proportion 
of it should be held in a liquid form 
and easily realisable securities could 
not be given effect to on account 
of the outbreak of the War. During 
the War almost the whole of the 
reserve was held in London in 
securities in British War Bonds and 
Treasuiy Billo and other sboit term 
securities. Most of the G. S. E. and 
P. C R. was placed m London. The 
chief argument of this was that it 
would help to mitigate the exchange 
weakness caused by an unfavourable 
balance ot trade , but us such a 
case IS an abnormal phenomenon 
for India it was not necessary to 
maintain such elaborate standing 
arrangements to meet what is after 
all a scarce contingency and the 
Secretary of State could have easily 
put himself in funds for meeting his 
expenses without the reserve being 
kept in London for the purpose. 

{10) that the system of selling Council 
drafts by the Secretary oL State 
transferred from India to London 
from time to time large amounts 
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and thus it led to the starvation 
of the Indian money market. 
The funds thus seemed were loaned 
at low rates of interest to approved 
borrow ers and a good deal of tavoun- 
tism was shown in the administra- 
tion of these loans Then the Coun- 
cil bills were often sold at rates 
below the specie import point even 
when there was no necessity for 
funds in London Thus, we find 
that while Indian money was loaned 
out at very cheap rates in profusion 
for the benefit of the money market 
in London, it was locked up in 
Government Treasuries in India 
when the Indian money market 
urgently needed accommodation and 
the Bank Bate ruled high. The 
Council Bill system in fact acted 
as a receptacle to England for as 
much of India’s gold as possible 
for its own use and diverted the 
flow of gold from India and saved 
London the inconvenience and cost 
of finding it for India In fine, the 
Indian currency system was %ll~mana~ 
ged. 

Hence, we conclude that the gold Ex- 
change Standard was a hap-hazard and 
expensive system, it was never clearly and 
explicitly defined and many of its practices 
which had become integral parts of the 
system had no legal validity. It failed 
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to destroy the hoarding habit and to teach 
the people to appreciate the benefits of 
economical forms of currency. It cared 
more for stability of the external value 
of the rupee rather than for the stability 
of the Indian economic structure and 
internal prices. It toas a '' fair-weather" 
system and xnvoliied too much of executive action 
and lached public confidence, stability, certainty 
and simplicity. The Commission on these 
grounds rejected totally the rehabilitation 
and perfection of the gold Exchange 
Standard. 

Gold Bullion Standard 

However the Commission was not in 
favour of establishing a gold specie stan- 
dard with gold coins into active circulation 
The Geneva monetary principles prevented 
them from recommending such a course ; 
because, according to the Gold Expert 
Committee of the League of Nations, the 
world was suffering from a shortage of 
gold supply and its mal distribution , and 
anj fresh demand from India for gold for 
monetary purposes in addition to her 
normal consumption in industrial arts, 
would lead to an abnormal rise in the 
price of gold which would disorganise the 
currency systems of the world as a whole. 
Moreover, England had adopted in 1925 a 
gold bullion standard in which gold was 
a -standard of value but not a medium 
of exchange , the operation of the system 



INDIAN CURRENCY (1925 — 26) 273 

was automatic in that no restriction was 
put on the inflow md outflow of gold md 
gold was available for both external and 
internal purposes only when there was a 
tender for a fixed quantity of gold (400 oz. 
bars). Moreover, the Commission postu- 
lated that the circulation of gold would, 
reduce the structure of credit ba^^ed on the 
gold in the rese’-ves of the currency autho- 
rity. “Gold in circulation is of uncertain 
value for the support of exchange ” 

In view of these facts the Commission 
recommended the establishment of a Gold 
Bullion Standard, with the rupee as un-. 
limited legal tender though a token coin 
and the withdrawal of sovereigns and half- 
sovereigns from circulation The new 
currency notes were made convertible into 
gold and the Government bad a legal obli. 
gation to buy and sell gold in bars of not 
less than 400 oz. at rates fixed with refe- 
rence to the fixed gold parity of the rupee. 
No limitation was to be put on the purposes 
for which the gold was required. This 
obligation would secure the stability of 
the gold value of the rupee and stability 
of exchange within specie points. As 
gold bars were to be given for silver or 
paper tokens not only for export but for 
any purpose it was an “absolute gold stan- 
dard ” It secured an automatic expansion 
and contraction of currency. When gold 
IS given by the currency authority in 
exchange for rupees and notes, the currency 
18 
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is contracted; and when gold is purchased 
With rupees and notes the currency is ex- 
panded. “Ji establishes that gold is the standard 
of Indian GU^reney at a fixed ratio" although 
gold does not circulate. Another recommen- 
dation of the Commission was that the 
two reserves (G. S R. and P C R.) should 
be amalgamated and the composition and 
proportions of the combined reserve should 
be fixed by law to ensure the automatic 
expansion and contraction of currency ; 
and It laid down that gold securities should 
form not less than 40% of the total In 
■order to have a visible link of the currency 
to gold, and to make it easily intelligible 
to the masses, the Commission recom- 
mended the issue of gold savings certificates 
redeemable in three or four years and 
bearing interest The new notes issued 
should be made convertible into gold bars; 
the coinage of the rupee should be stopped 
to eliminate it gradually in course of years 
and to reduce it in such a manner as to 
make it available for small charge only. 
It also recommended the reintroduction of 
one rupee notes which should not be con- 
vertible by law into silver rupees. 

How far the gold bullion standard is an 
'improvement on the old standard ? 

The system secures all the advantages of a 
fucca gold standard and at the same time it has 
the advantage of the gold exchange standard in 
economising the use ofgold^ by mahing gold as a 
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measure of value without its being a medium of 
exchange The market for gold is free and the 
government is under an obligation to buy and 
sell gold at a fixed price (Is 6 d to the rupee 
or Rs i)er tola). Gold is obtainable 

for any purpose. Unlike the gold exchange 
standard no restriction is put as to the 
object for which gold can be obtained 
from the currency authority. The system 
has removed all the defects of the gold 
exchange standard which we have already 
discussed in detail and need not repeat 
The link of the currency lo gold is visible, the 
(^eraiion of the system is simple , if is stable 
and inspires public confidence, it is certain and 
elastic. It 18 free from excessive government 
inferfertnoe, and control and secures an 
automatic expansion and contraction of currency. 
The cumbersome and expensive duplication of 
reserves has been removed and now the reserve 
can be utilised more effectively and conveniently 
to tide over a financial stringency The divided 
control between currency and credit and the 
consequent lack of co-ordination has been 
removed by the establishment of a central hank 
with a monopoly of supply of currency and 
effective control of credit. It has the advantage 
of establishing an immediate gold standard 
without causing disturbance to the world gold 
and silver markets and unthout upsetting the 
prices, trade and industry in India. It dis- 
courages the hoarding of precious metals and 
by inspiring confidence ^elops the habit of 
banking and investment. 
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('ll) As regards the establishment of a 
central bank to co-ordinate currency and 
credit, the commission recomended the crea- 
tion of a Reserve Bank of India and laid 
down the conditions under which it should 
function as a bankers* bank and a govern- 
ment bank, defined its functions and sug- 
gested a scheme for its organisation and 
control We shall deal with these in the 
chapter on the Reserve Bank of India in the 
Second Part of the Book 

(ill) With regard to the ratio of ex- 
change the majority of the Commission 
recommended a ratio of Is. 6d. while the 
minority consisting of Sir P. Thakurdas 
recommended Is 4d. A battle royal has 
been waged round this ratio controversy 
between the non-officials and the govern- 
ment. We shall summarise the argument 
for and against both the ratio. 

Argumenlf for If 6d. 

(t) Adjustment of Tndtan to World prices : — 
The Majority recommended the rate of 
exchange to be Is 6d. gold for the rupee 
at which rate they contended that prices 
in India had already attained a substantial 
measure of adjustment with the world 
prices and any change in this de facto rate- 
wouldiead to a widespread economic distur- 
bance and a difficult period of re-adjust- 
ment. It would cause widespread distur- 
bance to Indian commerce and trade. The 
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xeveTsion to Is 4d would lead to 12|% rise 
in prices whicli would be very hard on the 
people with fixed incoraes> and on consumers 
(u) Ad3%^tmtnt of Wages — They further 
argued that wages in agriculture and in 
dustry had adjusted with the present level 
of prices and exchange and any reduction 
in the rate would lead to a reduction in 
wages on account of increased prices It 
was undesirable 

(ill) Effects on contracts — Admitting that 
the burden of the laud revenue had increased 
on account of the new ratio because the 
rates were fixed when the ratio of exchange 
was Is 4d , they thought that the lose 
involved to the cultwators in stabilising 
the ratio at l« 6d had been made up 
by the use in prices during and after the 
War The real burden of land revenue 
measured in terms of commodities had 
been very materially lightened and there- 
fore the ratio of Is bd would not inflict 
a haTd‘>hip in this respect With regird 
to short term contracts, they were entered 
in*o when the rate of exchange was about 
la 6d or it was in a state of flux, and 
that, after the prolonged disturbance caused 
by the war it was not possible to do 
justice t debtor v r creditor by fixing any 
particular rate of exchange Hence on 
account of adjustment of prices and wages 
to the new level of exchange, the least 
disturbance would be caused by adherence 
to the de facto ratio 
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(iv) They did not accept the contention 
of the minority that the rate of ts 6d 
a result of the government manipulation 
of currency and that Is 4d was the ie- 
jure or legal ratio If the fact of adjustment 
was there, it was immateTial how the 
adjustment had been achieved With 
regard to the statement that the new ratio 
would accentuate the fall in prices in India 
when gold prices would fall they said that 
it was unlikelv, and. that if there was 
a trade depression in the world India would- 
suffer whether the rate was one or the 
other They further stated that a sudden, 
fall in exchange would cause t boom 
followed by a slump which would dislocate 
the foreign trade It would affect adverselj 
the budget by causing a los« of Es 6 crores 
per annum, would cause increase in taxes,, 
railwaj rates and fares, and disturb the 
trade and commerce of the countr\ 

Argum«ata for Is 4d 

The real bone of contention between tne 
majority and the minority was whether 
prices and wages bad adjusted to the new 
ratio and whether the new ratio was a 
result of natural forces or was bolstered 
up by government action It was argued 
that Is 4d teas the natural or legal ratio 
and that the rupee was maintained at 
Is 4d by ofBcial administration of the 
currency tnrough deflation and artificial 
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maintenance of the fictitious 2s gold ratio , 
that Is 6d was not de facto ratio and prices 
and wages had not completely adjusted to it 
It would put a premium of 22j% on foreign 
t-mporfs into India at the cost of Indian 
manufacturers and producers With regard 
to the effect on government finances, the 
loss occasioned to the government on the 
payment of the Horae Charges would be 
more than couater-balanced by the increased 
revenue from customs duties and income 
taz upon the increased profits of industry 
if the ratio was Is 4d Morever, the gain to 
the government m the payment of Home 
Charges vrill be contributed by the pro- 
ducer Larger resources would be required 
to maintain the higher ratio The agricul- 
turists who constitute 79?^ of the population 
and are heavily indebted would partioulary 
suffer a loss of 121% in their prices, and in. 
payment of land revenue md interest etc 
Finally, the rise in prices due to Is 4d. 
would not hit the wage earners as the- 
wages were sufficiently high, and the possi- 
bility of continued employment, which 
the greater prosperity of agriculture and 
industry under the lower ratio would en- 
sure, would be a further advantage It was 
held by Sir P Thaiairda«s that the wages 
had not ad}usted to the new ratio and any 
forced adjustment would cause a bitter 
struggle between capital and labour to the 
detriment of both No other country had 
adopted a higher rate than its pre-war 



■280 MONEY CURRENCY AND EXCHANGE 


ratio and as Is. 4d ratio remained effec- 
tive for nearly 25 years (1893 1918 AupUst) 
It was the Ae facto ratio and should not be 
changed. 

Conclusion — An examination of the argu- 
ments in favour and against the Is 6d. and 
Is 4d ratios shows clearly that the argu 
mentb of both sides were not flawless. The 
government declared their intentions to sta 
bilise the rupee at the new ratio but the 
controversy kept smouldering and during 
the period of the great depression it became 
very acute. On account of unforeseen 
and unprecedented conditions the Govern- 
ment resorted to currency contraction, 
issue of Treasury Bills, raising the Imperial 
Bank Bate etc to maintain the exchange 
stable at Is. 6d Thi« manipulation and 
interference was cited by the critics es 
proofs of the unwisdom in fixing the ratio 
at Is 6d The difficulty of the government 
in securing necessary sterling funds for 
remittance to London led to the trans 
ference of balances from the Paper Cur- 
rency Beserve to the Secretary of State in 
London, to the heavy sterling borrowings 
in London and to the contraction of rupees 
in India Between Bovember, 1930 and 
March 1931 when sterling could not be 
purchasea they sold sterling and later on 
Beverse Councils to support the rupee 
The disturbances of the world crisis and 
fall in prices, the uncertainty of the poli- 
tical situation in the country, and specula- 
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i-ion in exchange were other factors which 
weakened exchange These government 
measures tomeet the situation were also 
cited as proofs of the unsuitabilitv of the 
new ratio Thirdly, the downfall in the 
quantities of the principal exports due to an 
abnormally high fall in prices at d the 
depression in industries were all supposed 
to be the outcome of this new ratio As a 
matter of fact they were due to the world 
slump and the New York financial crisis 
culminating in the downfall of the gold 
standard and it is not right to blame the 
rate of exchange for all this 

Government Action —The recommends 
tion-- of the Commission were accepted by 
the Government and on January 16, 1927, 
they issued three bills embodying them 
Of the^e, the bill relating to the establish 
ment of Reserve Bank was thrown 
out by the Assembly but th t embodying 
the Gold Bullion Standard was accepted 
Accordingly the Currenc'v Act of 1927 was 
enacted and came into force on 1st April, 
1 927 The rate of exchange was fixed at Is 6d 
gold i e the rupee was made equal to 8 47512 
grains of fine gold and a legal obligation was 
imposed on the Government to buy gold in 
unlimited quantities at the Bombay Mini at 
the price ofBs 21310 per tola of fine gold 
in bars of not less than 40 tolas^ and to sell 
for legal tender currency either gold at the 
Bombay Mint or sterling for delivery tn London, 
at the option of the Government, at the rate of 
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Bs 21 3 10 ■per tola of fine gold in amounts 
of nai less i?ian 400 oz bars or 1065 foias 
Sterling was io he sold at Is 5%% to the rupee 

(B) 1927—1931 &od After 

1927-1931 : — According to the Act of 
1927, the standard of currency in India was 
Gold Bulhon-cum-Sterling Exchange Stan- 
dard, because G-overnment had the option to- 
supply gold or sterling. Gold was to be supp- 
lied at the rate of Rs 2l 3-10 per tola of fine 
gold in quantities of not less than 400 oz 
Sterling was also to be supplied at the rata 
of Is 5 ||d Sovereigns and half-®overeigns 
were deprived of their legal tender quility 
but the G*^' ernment undertook to reoeiye 
them at all currency offices and treasuries 
at the rate of Rs 21-3- 0 per tola of fine 
gold or Rs 13-5-4 per sovereign The 
Gotei tnt was prepared to buy gold in 
uniiraite 1 quantities at thp same rate 
provided it w^s offered in bars of not 
le«s than 40 tolas or 15 oz This system 
workt'd smoothly upto 20th September 1931 
and wa« ]ust like the gold exch inge stan 
dard because sterling was at par with 
gold Since the Act of 1927, imposed an 
obligation on the Goiernment to buy gold 
and sell gold sterling at fixed rate®, it is 
called the gold bullion cum-bterling-ex- 
change-standard 

England went off the gold standard on 
the 21st of Seotember, 1931 and an ordi- 
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nance was promulgated on the same date 
in India prohibiting the sale of gold and- 
sterling by the government at the statutory 
Tate of Is 6d The Indian public thought 
that th*' government would maintain the 
ratio of Is. 6d. and that the rupee would 
be left free to seek its own level The 
Government of lndia» however, had nob 
received any definite instructions from the 
Secretari of State and, therefore a bank 
holiday for three days was declared. On 
September 24, another ordinance was pro- 
mulgated to declare the intention of the 
government to maintain the ratio of Is 6d 
and in order to avoid speculative dealings 
in exchange and to prevent the import 
of bullion on private accounts, it was 
announced that sterling would be sold only 
to the recognised banks for financing 
normal trade requirements and contracts 
completed before September 21, 1931 The 
chief object of this ordinance was to avoid 
a strain on the gold and the sterling resour, 
ces of the Government of India and to 
prevent the export of capital abroad. The 
control was to be exercised through the 
Imperial Bank Howeve*', as sterling dep- 
reciated in term's of gold, the rupee aho 
depreciated similarly, and there was a rise 
in the price of gold. This unexpected rise 
in the price of gold led to the export of gold 
in huge quantities, and therefore, the restric- 
tions on the sale of sterling became un. 
necessary. Hence, the Ordinance of 1931 
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restricting the Stvle of sterling was with- 
drawn in 1932, but the rupee remained 
linked with sterling. J'root Septemher 1931 
therefore India has a Sterling Exchange Stan- 
dard. The essentials of this system are 
fundamentally the same except that the 
provision regarding the convertibility of 
notes into gold huUion which existed prior 
to It no longer holds good, the government 
IS under no obligation to buy and sell gold 
in quantities of 400 ounces bars either for 
internal or for external purpo‘'es ; but they 
buy and sell sterling at the same statutory 
rates viz. Is. 6tVd. and Is Sfld. 

OriUctsm : The currency policy of the 
‘Oovernment since 1931 has been vehement- 
ly criticised on two main grounds • 

(z) the Unking of the rupee to sterling. 

the unrestncied export of gold. Since 
the Government went off the gold 
standard Rs. 382,52,38,069 worth of 
gold has been exported upto 1939-40.* 
The mainKir^uwtcnts oyaznst the link- 
ing of the rupee to sterling are <18 
follows : — 

1, The rupee has been fastened to the 
chariot wheel of sterling and has to 
dance according to the tunes called 
by It, It was being made to follow 

.KesorvB Bank's Report OP Oolieoey e”** 
'Finance 1940*41, 
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the fluctuations of sterling which 
reflected the economic conditions of 
England and not of India. If the 
rupee were left free to seek its 
own level it would reflect the econo- 
mic conditions in India and would 
be regulated in the interests of the 
foreign trade and internal prices 
of the country It has made the 
Indian prices dependent on English 
prices and thus caused instability. 

2. The linking of the rupee to sterling 
has given a preference to English 
goods imported into India at the 
expense of the gold standard count* 
lies* with which the exports of 
India were greater It has intro- 
duced imperial preference through 
the back door. 

There was a danger of dissipation 
of the gold reserves of the country^ 
but this has been prevented by the 
sale of sterling 

4. Although the rupee has depreciated 
in gold it remains over-valued in 
terms of sterling though other coun- 

^With a rupee equal to Is 6tJ sterliug which 
bought less Americao or Frenoh gold currency than 
before it became less profitable for Indian importer 
to import goods from Amexica or France which were 
still on tbft gold standard than for instance from 
England which bad departed from it * Dr L O Jam 
The Indian Monetary Problems p 45 
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tries have devalued their currencies 
in sterling Depreciation of the rupee 
in sterling is necessary in order to 
put the foreign trade of India on 
a sound basis, 

5 That It was definitely against the 
recommendations of the Hilton 
Young Commission which was agai 
nst the linking of the rupee to the 
currency system of a single country 
howsoever stable may be. 

6. It has caused an unusual export of 
gold from the country 

Ar8um«ats in favour of the linking of 
rupe« to «terliDg 

1 The choice before the government 
•was between comparative stability of rupee 
exchange and leaving the rupee to drift 
"The stability of exchange would facilitate 
foreign trade whereas the instability, which 
would ansa from leaving the rupee to follow 
its own course, would hamper foreign trade 

2 A large amount of ‘•terling debt 
(£15 ni.) was maturing and it would be diffi 
cult to raise a loan in London at a fluct- 
uating rate of exchange to meet it 

3 India’s trade with the sterling block 
■was considerable and the stability of ex- 
change with that block would be a great 
advantage India’s exports to gold standard 
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contries would be stimulated as the rupee 
would depreciate in value. 

4 The rupee at Is 6d sterling was 
worth less than Is 4d, gold and those there- 
fore, who wanted to stabilise the rupee 
should not criticise the government linking 
it to ftterhng It has strengthened reserves 
by causing an increase ot 5 crores in their 
rupee value 

5 It has enabled India to purchase 
more of foreign goods and by increasing 
the purchasing power of he" customers has 
encouraged the flow of trade All these 
arguments advanced by the government 
spokesmen conveniently ignored that the 
Indian business community demands a 
devaluation in sterling to prevent an in- 
crease in imports from Britain 

The export oj gold from the country has 
been criticised on account of a depletion 
in, and wastage of, the gold resources. The 
H. Y Commission bad recommended that 
no favourable opportunity should be lost 
by the Government for strengthening the 
gold resources but when other countries 
were putting restrictions on gold exports, 
India was allowing her gold to be drained 
away This would make it impossible to 
adopt a gold currency at any time It is 
further alleged that it is “distress” gold 
and not commercial gold which is being 
exported and therefore the huge profit on 
export of gold does not prove that i 
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18 surplus gold that is being exported 
But the Government argues that it cannot 
purchase gold at such high prices from the 
public, that with a fall in the price of gold,, 
it will again come into the country, that 
in the meantime it has facilitated imports 
and produced a welcome influence on the 
finance of the Government, and has im 
proved India’s credit in London and abroad 
by keeping the rupee sterling exchange 
stable at Is 6 d That the credit of the 
country has improved is proved by a subs- 
tantial fall in the interest rates on Go- 
vernment securities or loans and by a 
reduction in the floating debt bj the crea- 
tion of fresh currency It has benefitted 
the farmers and enabled them to live on 
their past savings in a period of acute 
depression and falling prices 

Even France, tbe leader of the gold 
block, has devalued the franc a number of 
times to conserve her gold resources but 
India IS frittering aw^y her resources 
True it is that the Government of India 
have been able to produce surplus budgets 
and have saved a good deal on interest 
payments by conversion of loans but all 
this has been possible by the regular stream 
of gold export and as the gold resources 
of the country are not inexhaustible it is 
difficult to see how the stability of exchange 
can be maintained in future without a 
devaluation of the rupee. The interests of 
Indian industrialists and businessmen are 
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being sacrificed at the altar of stability of 
exchange and the balancing of the Govern- 
ment budget 

When the Reserve Bank of India waa 
established the problem of the standard of 
value for India became very acute What 
thi^ Government has practised since Sep- 
tember 1931 was regularised and made 
statutory by the R B A.ct 1934 The 
London Committee on the Reserve Bank 
Bill in. its report of 1933 stated that m the 
existing state of moeetarv disorganisation 
in the world it wa^ not possible to stabilise 
the rupee at a point which would prove 
stable in future as well Till then there- 
fore, India was to have the sterling ex- 
change standard in which the mere opera- 
tion of Reserve Bank Act should not bring 
any change The majority of the Indian 
delegates, however, thought that the ques- 
tion of a suitable exchange ratio was an 
essential factor for the successful working 
of the Reserve Bank and Sir P Thakurdass 
made a very eloquent appeal in the minute 
of dissent for devaluation of the rupee in 
order to raise prices, and to stabilize trade. 
He quoted the example of U S A , Austra- 
lia and Newzealand etc But the Govern- 
ment persisted in sUcking to Is. 6d sterling 
and in 1934 when the Reserve Bank Act 
was passed, the same ratio was adopted 
According to sections 40 and 41 of the Act 
the Reserve Bank was required to sell 
sterling at Is 5||d per rupee at its ofiices 
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in Bombay, Calcutta, Delhi, Madras and 
Bangoon, provided the tender is for not 
less than £10,000 Similarly the Bank 
was to be under an obligation to buy sterl 
ing for immediate delivery in London at 
Is Gi’jd to the rupee In other words, the 
Bank was charged with the maintenance 
of the value of the rupee between these two 
limits just as the Government before the 
War prevented th#^ rupee from falling below 
Is 3|fd and from rising above Is 4|d 
Thus we have at ‘present Sterling Exchange 
Standard tn India mih this improvement on 
the Gold Exchange Standard that the two 
separate currency reserves t e the Paper Cur 
rency Reserve and Gold Standard Reserve have 
been amalgamated and both currency and credit 
are now controlled by the Reserve Bank How- 
ever, the problem of the standard of value 
still remains unsolved and clause 55 of the 
Act requires the Bank to report to the 
Government, with regard to the measures 
for the future monetary standard for India 
But there is no likelihood of India adopting 
a permanent monetary standard until the 
international moetary situation improves 
delinking of the Rupee from gold and its 
effects —It was in 1927 that the Grovem- 
ment of India on the recommendations of 
the Hdtou Young Commission adopted Gold 
Bullion Standard and linked the rupee to 
gold at Is 6d (Re 1=8 47 grains of gold) 
This continued till 21st Sept 1931 when 
England went off the gold standard and 
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after a bank holiday for three days the 
Government of India was compelled to 
delink the rupee from gold and relink it 
with sterling at the same ratio This 
delinking of the rupee from gold therefore 
was done by the government not voluntarily 
and not according to the requirements of 
Indian trade, commerce and industry. This 
had very important repercussions on the 
course of India’s trade. 

The most fundamental defect of the 
linking of the rupee to sterling was the 
fact that the rupee had to move «n accor- 
dance with the movement of the rupee 
sterling ratio, the fluctuations in which 
Kjfleoted changes in the English economic 
conditions rather than in the Indian econo 
mic conditions The rupee in other words 
was compelled to play a second fiddle to 
the pound sterling, and was no longer an 
independent unit of value The sterling 
value would rise and fall according to 
inflation or deflation in England , ana 
because the rupee was linked to sterling 
the rupee sterling ratio would rise or fall 
simultaneously in sympathy with the pound 
sterling. 

The most disadvantageous effect of the 
delinking of the rupee and its linking with 
the pound sterling has been the flight of 
enormous quantity of gold from the country 
to England and other countries More 
than 382 crores worth of gold has benn 
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exported from the country up to 1939 — 40- 
This has been the most unexpected and 
unprecedented event in the history of In- 
dian currency? and exchange. Prior to this 
our country had been absorbing a large 
quantity of the precious metals* on 
account of her favourable balance of 
trade except for a few years in the period 
of the war ind the post-war depression In 
fact the imports of precious metal had alar- 
med the European countries and America 
and t\iey had looked upon our country as a 
sink for the precious metals , and it had 
been one of their stock arguments in oppo- 
sing the adoption of a gold standard with 
a gold cuirenoy by ns Eversince 1927 upto 
Sept 1931 India had been exporting and 
trying to dispose of her surplus silver in 
order to replace it by gold to strengthen 
the gold reserve and satisfy the national 
sentiment of having a gold currency. But 
all this was given a sudden shock by the 
delinking of the rupee This enormous 
exodus of gold from the country has alarmed 
the nationalists who have tried now and 
and again to bring pressure on the govern- 
ment to Stabilise the rupee at Is 4d gold 
and m'lke it an independent unit of value 
but TO no poTDOse Mr Manu Subedar, the 
President of the Indian Bureau and Gha- 


♦Between 1900 01 to l93Q 31 we imoorted gold 
worth Rs 714 50 9 369 ard uporUd gold worth Rs. 
166,75 47 540 i. e there was a net import of gold worth 
Es.’547, 75.47 829 Reserve Bank Report 1940—41. 
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mber of Oommerce, Bombay^ while welco 
miog the Finance Member, in 1935 appealed 
to him for saving the country and spe- 
cially Indian industry and trade from the 
blighting effects of the appreciation of the 
rupee in terms of sterling , but the Finance 
Member gave a very curt reply that he 
would be no party to * monkeying with the 
ratio’ It IS alleged that it is distress gold 
which India is exporting and therefore it 
amounts to an export of capital which 
accentuates the already existing paucity 
of funds in the Indian money market On 
the other hand it is pointed out by the 
Government that the ryot is taking advan 
tage of the high price of gold and is repla- 
cing it by increased supply of money The 
export of gold has helped India in the period 
of the depression to maintain her exchange 
stable, to keep up her balance of trade, and 
has saved the government finances from 
budgetary deficits and increased taxes 
Money is very cheap today and the govern- 
ment has taken advantage of it in the 
reduction of interest rates on loans by a 
Judicious policy of conversion However, 
this export of gold from the country in 
alarming quantities has minimised the 
chances of an early restoration of the gold 
bullion standard, and the introduction of 
a full fledged gold standard has been post 
poned to an unknown remote future The 
l^ationalists further smack a deliberate 
attempt on the part of His Majesty’ 
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Government to tie the rupee to the chariot 
■wheel of sterling in order that the trade 
relations between India and England may 
not turn out to be unfavourable to the latter 
It IS a fact that British industry and trade 
were suffering very heavily on account of 
the maintenance of the gold standard e\6r 
since the slump of 1929 and the heaviest- 
hit of all these was the English export 
trade comprisinc cotton, iron and coal in- 
dustries In India English industry and 
export in Cotton textiles was losing ground 
rapidly to the Japanese and this tendency 
has been arrested since the linking of the 
rupee to sterling To some extent therefore 
It has helped the British golds in the 
Indian market against foreign and internal 
oompeiition Tnere bad been a substantial 
fall in our exports of merchandise before 
the present war and gold exports from our 
country “have enabled the United Kingdom 
to pay part of her debts to France and 
United States * 

It IS surprising that even in the last 
two years when the favourable balance of 
trade in raerohaodise between 1939 40 and 
1940 41 has been Rs 91 lit crores there has 
been an export of gold worth Rs 44 
crores in 1939 40 only and perhaps more so 
in 1940 41 including purchases by the- 


*Brij Narain ’ India tn th» Cnsts p 107 
tBeserte Baok Reports 1939 40 and 1940 41 
(48901 (42 41) 
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Reserve Bank for foreign buyers This is 
exp)ained by payments in sterling This 
loss of gold in abnormal times of war is 
extremely unfortunate and alarming and 
should be stopped by an embargo on export 
of gold and its purchase by Reserve Bank 
for foreigners The American balances in 
dollars should be used for purchase of gold 
there and the Reserve Bank should also 
buy gold both here and in America to- 
strengthen its reserves and should revalue 
its existing stock of gold at present rates 



CHAPTEE XIX 

INDIAN PAPER CURRENCY 
1823 to the Pretent Day 

Before 186Z, the Presidency Banks of 
Bengal, Bombay and Madras had bean given 
by their Charters- the right to issue notes 
together with some other banks because 
it was thought at that time that the issue 
of notes was the proper business of banks 
The masimum amount of notes that could 
be issued by the Bank of Bengal was 
limited to Rs 2 orores and the Ii nit in ca«e 
of the other two taken together was Rs 3 
orores A specie reserve of 33^% had to be 
maintained by them and this was reduced 
later on to 25% These notes however, on 
account of the unfamihanty of the people 
with paper money and the lack of adequate 
means of communication did not enjoy 
universal acceptance throughout India, but 
were in current use only within their 
circles of issue in the towns of Bombay, 
Calcutta and Madras Even their denomi- 
nations were not uniform Mr James 
Wilson, the first Finance Member of the 
Government of India, worked out a scheme 
on the Banking principle of note issue in 
1859 to deprive the Presidency Banks of 
their Tight of note-issue, but before action 
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could ba taken on it he died Then his 
successor Mr. Samuel Laing was influenced 
by the Currency principle of note issue, 
aiming at security lather than elasticity 
and his views were upheld and confirmed 
by the Secretary of State, and the Pa'per 
Currency Act of was passed and note issue 

became a State monopoly of the Government of 
India. The scheme of the government note- 
issue Wdt. modelled on the Bank of England 
Charter Act of 1844. 

The salient features of the Act of 1861 
were — 

(a) the abolition of the right of note-issue 
eii ]03 ed by the Presidency Banks and 
tlu isiue of government paper currency 
through a Paper Currency department , 

[b) *he lowest denomination was to he 
Rs 10 , 

<c) the dtmston of the country into S circles 
of issue (in the beginning) with each Pre- 
sidency town as the centre of the circle 

(d) notes to be legal tender xn their circles 
for cdl payments, except by government, 
at apices and agencies of issue 

{e) a leserve of coin or bullion to be kept 
against the notes issued except an amount 
not exceeding Rs 4 crores which was to 
he tntJC^^ed in government securities , 
and 

(/) notes to be issued to the public in unlimit- 
ed amounts against rupees and against 
gold sovereigns and also in exchange for 
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foreign gold coin or bullion on the regut 
sition of the Controller of Currency , and 
these features continued unchanged upto 
1914 ThuSt the Fixed Fiduciary system 
of note issue was followed basedon absolute 
security and at the expense of elasticity, 
which was badly required lu the 
Indian currency and banking system 
on account of the heavy demand for 
monej during the busy season and 
the lack of adequate banking faci- 
lities in the land It was moreover 
an expensive system becau«e Us rigidity 
necessitated the maintenance of 
large reserves in coins and bullion 
practically equivalent to thequantify 
ofnoies issued The denominations 
were Rs lO, 20, 50, 100, 500, 1000 and 
10,000 

With the growing familiarity of the peo- 
ple with the use of notes, confidence in their 
cenvertibihty and the spiead of education, 
the rigidtfy and inelasticity of the system relaxed 
after J890, and the circulation increased ra- 
pidly thereafter The suspension of free coinage 

of silver in 1893 and tkeincrease in tM fiduciary 
portion were responsible for it Moreover, cer- 
tain changes introduced in the working of 
the system operated in the same direction 
A note of smaller denomination (Bs 5) was 
introduced in 1891 1o facilitate small pay- 
ments Then, the restrictions on circulation 
and legal tender were modified. Though the 
notes were convertible originally at the 
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head office of the issue circle, yet fox the 
facilities of travellers and railway com- 
panies they were encashed at government 
treasuries and government dues could be 
paid in notes of any circle. The circle 
system wa*; preventing the expansion and 
popularity of the notes. To increase their 
circulation it was imperative to univer- 
salise them. Therefore tn JP05 ihe five rupee 
note was made universal legal tender except in- 
3urma but this restriction was also removed in 
1909. Then ihe 10 and 50 rupee notes were 
made umtersal in 1910 and those of Its 100 
in 1911. The Chamberlain Commission 
in 1913 recommended the unwersalisation 
of the Rs 500 notes but it was only in 1981-82 
that B$ 500 and Its IffOO notes were made- 
unwersallegal tender. The increased circu- 
lation led to a quick expansion of the note- 
issue. 

Further facilities for encashment were later 
on provided at government treasuries and 
also by the Presidency Banks. The number 
of circles also increased later on and in 1910 
there were seven of them via., Calcutta, Fomhav 
Madras, JSanpoon, Karachi, Gawnpore and. 
lahore. 

Taper Currency Beserve —Changes were 
also made in the Paper Currency Reserve. 
The Invested or fiduciary portion was fixed 
in 1861 at Bs 4 crores, hut it was gradually 
raised to Bs. 6 crores in 1871,7 in 1891, 8 in 
1893, 10 in 1897 and 12 in 1905. All these 
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were held, t„ rupee secuntiee hut m 1905 B, 2 

^n7anTL7ZZH:\1te^^^ 

Motdat^T tJ”* *’«' l^‘dueza’!^Veit,e 

a parrof th/,n therefore 

1893 the whnl »»™nt.es Upto 

held 'in silver metallic reserve was 

coin or bullion ^ ogaimt gold 

Notes ActTf 1890 

against o/z/J y 7 authorued the zssie of notes 
SeoretarJof%fff^^^^^^^ *” ^^adon with the 
to ^vl t " ^ femporarv measure 

money mark™? ‘S® 

perruacfinf ^ tt was made 

was W i A “ I«’d^9no/the FOB 

coming^ rupee ffTnJH ^<dver for 

gold ilfn or" te"ll™''lrt°he 
r/TheL*’ m ■“ 

was enlhl^df “'■®n Secretary of State 

limited ovfa^nf f Bills to AH UD- 

aS ns^t the deposited m London 

against the issue of notes to an eniial 

oAtTAp '“’A *’^‘'nnsf erred poHion 

oj the P. 0 B. in London m gold m this 
way was utilised for the sau\f BevL 
Councils by the Government of India to support 
the exchange Thus the branch of the P 0 
it in London served two objects purchase 
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of silver by the Secretary of State for coining 
rupee in India and the maintenance of the 
exchange value of the rupee Gold worth 
£5 m was diverted to London from India 
in 1905 to buy silver With the expansion 
of note circulation an ever declining pro 
poition of the Reserve on account of the 
Fixed Fiduciary piincipl© was invested and 
a growing proportion (80 to <55%) was kept 
in a fluid form to maintain the external 
value of the rupee in times of emergency 
On -list March 1913, the composition of 
the Reserve stood as below 


In Crore$ of Rupee* 


Total 
OITOU ! 
lat on 

Silver 
in India 

Gold ml 
India 

, 1 

i 

Gold n 1 

England 

Seouritiea 
: in India 

1 

1 . 

Seouri 
ties in 
England 

68 98 

16 45 

29 38 

915 1 

1 

10 

4 


It IS clear from this that the invested 
portion of the Reserve in securities was a 
little over 20% of the total and this was a 
much lower precentage than the usual 
m the previous years This brings out 
clearly the rigidity and inelasticity of the 
system and its expensiveness In other 
words it lached both economy and elasticity , 
which are the inherent defects of the Fixe^ 
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Fiduciary method of note issue and which, 
unlike England, could not be removed by 
the development of cheques and deposits 
here on account of the backwardness of 
hanking and illiteracy of the masses The 
investment of a part of the Reserve in 
sterling aeounties in England has also been 
criticised 

Ghamberlain Gommtsston —Such was the 
position of the Paper Currency upto the 
appointment of the Chamberlain Commis- 
sion. The Commission emphasised the 
need for increased elasticity of currency 
to meet the requirements of ever-espanding 
trade and commerce of the country and 
pointed out how the Fixed Fiduciary 
system, which could be changed only by a 
special act, had made it inconvenient to 
achieve elasticity The securing of a little 
of elasticity by the Gold Note Act of 1893 
and the sale of Councils was not desirable 
The majority however justified the increase 
in the gold and seterling reserve in London 
for the maintenance ot the stability of 
exchange To secure greater elasticity the 
majority recommendedthat thefiduciary por- 
tion should he increased from Es 14 crores 
to Rs. 20 crores , and thereafter should be 
-fixed at a maximum of the amount of 
notes held by the Government in the 
Reserve Treasuries plus 1/3 of the net circuit 
tion (gross circulation minus the amount held 
in Heserve Treasuries). The Government 
should take power to make temporary 
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investinents or loans from the fiduciary 
portion within this maximum in India and 
in Lond m, as an alternative to investment 
m permanent securities In India such 
loans should be m »de to the Presidency 
Banks on prescribed terms, and in London, 
the Secretary of State should have the 
power to lend out suras received in pav- 
ment of Councils sold against the Currency 
Reserve in the bu^y season, provided that 
the total cash portion of the Paper Currency 
Reserve does not fall below 2/3 of the net 
circulation The Ks. 500 note should be 
immediately universahsed and more faci- 
lities should be given for encashment and 
the use of notes should be encouraged by 
all legitimate means The Commission 
thought that these measures would perma- 
nently increase the invested portion with 
out endangering the complete convertibility 
of the notes, the government revenues 
would increase by interest on the invest- 
ment of gold lying idle in India, they would 
increase temporarily the quantity of money 
in circulation to ease the stringency during 
the busy season, would facilitate the sale of 
Councils by the Secretary of State and 
would enable an increase m permanent or 
temporary investments of the Reserve with- 
out special acts of the Legislature and 
would make the Paper Currency elastic 
However, these recommendations could not 
be given effect to because the War broke 
out while the Government was considering 
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them But facilities for encashment were 
given soon after the out-break of the War 
War and Effects —When the War 
broke out there was a great run on the Cur- 
rency Offices by Indian business comma 
nity for the conversion of notes and during 
the first 8 months of the War 10 crores of 
rupees had to be paid GradualK confi- 
dence was resto’-ed and from 1915 onwards 
tbe note circulation increased rapidly A 
great demand for money was created by the 
fact that in addition tomormal requirements 
of trade and industry, the government was 
making heavy purchases of Indian primary 
products on behalf of the Allies and as sil- 
ver could not be obtained to coin rupees to 
meet this increased demand, the govern 
mem had to resort to the inflauon of paper 
currency The fiduciary poriton of tht. Re 
8eT>e on account of this difficult> of obtain 
ing silver had to be increased by special Acts 
and ordinances from Bs crores %n 1914i toBs 

120 crores in 191 and the permanent and iem 
yorary investments increased from, 14: crores to 
20 crores and from 6 crores to 100 crores respec 
lively By the Act of 1919 the ini ested por- 
tion was fixed at Ra 120 orore'' of wbn-h 
Rs 100 crores could be invested in British 
Treasury Bills (introduced in 1916) During 
the same period the gross circulation in- 
creased about three fold while the metallic 
reserve fell from 78 9% in 1914 to 35 8% m 
1919 (nearly 50%) On tbe other hand, the 
percentage of securities to gross note circu- 
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lation increased from 12 to nearly 54. The 
extra facilities for enaishment of nates were 
aholished on account of scarcity of rupees 
and hence they were at a discount in many 
places (in some places U was 19%). To in- 
crease the note circulation notes of Be. 1 and 
Bs. 2^ were issued in Dec&mber 1917 and Jan- 
uary 191% res^eciioely. Moreover, tvjo hundred 
million ounces of silver were also purchased 
from America in April 1918 to meet the in- 
creased demand for money. 

Babington Smith Committee : — This Cora - 
mittee made various proposals for the 
greater elasticity of note issue and for 
its stability. The mam recommendations 
were *. — The hduciary portion should not 
exceed 60% of the gross circulation and the 
gold in the Reserve should be revalued at 
Re. 10/- to a sovereign ; that the permissive 
fiduciary maximum of R 9 .I 2 O crores should 
be retained for some time more and of these 
not more than Rs. 20 crores should be in the 
securities of the Governraent of India ; that 
to meet the seasonal demand for additional 
currency Rs. 5 crores of notes over and 
above the normal fiduciary issue should be 
issued as loans to the Presidency Banks 
on the security of export bills of 90 days’ 
maturity, that the metallic portion of the 
reserve should be held in India except fox 
buying silver in London ; and that the 
facilities for encashment of notes should be 
increased and the war time restrictions 
removed and the government should havf^ 
20 
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the option to ledeem its notes in full legal 
tender gold or silver coins. 

1919-26 • — These recommendations of the 
Committee went rather far to improve the 
elasticity of notes and keeping in view the 
popularity of silver rupees and the illiteracy 
of the masses the metallic reserve was too 
low at A.Q% and the fiduciary portion was 
rather high at oO^ By amending the Act 
in 1919 the maximum limit of the invest- 
ment reserve was fixed at Rs. 120 crores out 
of which Rs 100 crores were to be invested 
in the British Treasury Bills The inoreas- 
■ed demands for remittances to London nere 
leading to sale of sterling securities and 
this would have caused a cancellation of 
notes to the full value of the securities sold 
at the rate of Rs. 15 to £ 1. To prevent this 
in March, 1920 the retention of the invested 
portion at Rs 120 crores was extended 
for six months and the restrictions to the 
locations of the investments and their 
sterling or rupee character were abolished 
In October of that year these temporary 
measures were replaced by an amended 
Paper Currency Act of 1920 which was 
based on the recommendations of the Com- 
mittee and provided for the issue of notes 
against sovereigns and half sovereigns at 
the new rate of Rs. 10 per sovereign and 
against gold bullion at a rate of Re. 1 = 
11 30016 grains of tine gold. Its further 
provisions were classified into Permanent 
and Temporary The first of these were 
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meant for the automatic elasticity and the 
second of them were to meet the difficulty 
of revaluing the securities at Rs 10 instead 
of Rs 15 to the sovereign The Permanent 
Provisions were — 

(«) That tne metallic reserve should be 
50% of the total notes in circulation 
% e., the invested portion of the Re- 
serve should not be more in value 
than the metallic reserve and that 
the gold held by the Secretary of 
State shall not exceed Rs 5 crores or 
£ 5 na The higher percentage, as 
compared with the Committee’s re- 
commendation, was due to the neoes 
sity of encashing notes on demand 
and to finance the movement of 
crops during the busy seasons. 

<&) That excepting Rs. 20 crores of secu- 
rities held ID India, the balance was 
to be held m England in short 
term securities of not more than 
12 months* duration and of Rs. 20 
crores, not more than 12 crores were 
to be held in the "created or ad hoc 
secunties’* of the Government of 
India. 

ffi) That emergency currency was to be 
issued in the form of loans from the 
Reserve to the Imperial Bank of 
India at the rate of 8% to the extent 
of Rs 5 crores against 90 days’ 
accepted bills of exchange This 
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limit was raised to Rs 12 crores in 
19^3. This extia issue was not to be 
considered for determining the 50% 
metallic reserve 

These permanent p»'Ovision8 were to be 
brought into effect only when the metallic 
portion had reached the limit of o0% and 
during the intermediate period the temporary 
provisions were to be operative These were 
(1) that the securities of the Government 
of India in the Reserve were limited to 
R**. 85 crores, and (2) the great loss and 
reduction in the amount of the securities 
consequent upon the revaluation of the gold 
and sterling securities at the new rate of 
2s were to be made good by the specially 
created Rupee securities of the Government 
of India which were to be slowly replaced 
by sterling securities But the creation of 
the ad hoo securities would have caused the 
limit of the rupee securities to exceed consi- 
derably. Therefore it was laid down that 
so long as the created securities exceeded 
Bs 12 crores, all interest on the securities 
m the Reserve, the profits on coinage of 
rupees and interest on the G S. R , when it 
exceeded £4U ra , as well as the interest on 
the commercial bills deposited with the Con 
troller of Currency as security for emer- 
gency issue should be paid into the Reserve 
so that the excess of the ad hoc securities 
would be brought iwUhin the permissible 
limit In this way the loss on revaluation 
would be made up to enable the permanent 
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provisions to be given eSpct to In subse- 
quent years, however, the financial difficul- 
ties of the Government led to the utilisation 
of these sources of income for revenue ex- 
cept in 1921-22 In pursuance of this Act 
the securities were revalued on 1st October, 
and the resulting deficiency was made up 
by issue of 12 months* Treasury Bills of the 
Government to the Reserve 

Tne Imperial Bank in 1921 was granted 
the authority to issue emergency currency 
the limit of which was raised from Rs 5 
crores to Rs I2 crores A Consolidating 
Act was pissed in 1923. During 1923— 24 
Ra 2i crores of emergency currencies were 
issued to relieve undue monetary stringency 
caused by the contraction of currency in 
1921 and 22 to strengthen exchange. But 
their issue was hemmed in by the following 
conditions 

(tt) Loan® «hould be given to the Im- 
perial Bank only w’hen the Bank 
Rate rises to 6% and 
<6) Of the 12 crores the first 4 crores 
•should be issued when the Rate is 
6 %, the “econd 4 crores when the 
Rate IS 7% •nd the third 4 crores 
when the Rate is 8% In September 
1 24 the rules were revised to enable 
the Bank to borrow Rs 4 crores at 
6% and Rs 8 crores at 7% The bran- 
ches of the Bank provided increased 
facilities for encashment. In Feb- 
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ruary 1925 another Amendment Act 
was passed to increase the permis- 
sible limit of the securities from 
Bs. 85 croros, which was small, to 
Es. lOO crores provided that the 
amount of the ‘created securities’^ 
did not exceed Rs. 50 crores The 
one rupee and 2| rupee notes were 
withdrawn from January 1926. 

The Milton Young Commission —The 
Commission recommended that the Reserve 
Bank which they proposed should have the 
sole right to issue notes for 2? years and 
the power to have a judicious credit policy 
80 that through its control of currency 
and credit it may be able to maintain the 
internal and external value of the mone- 
tary unit. The secure internal stability 
and elasticity the notes were to be issued 
against easily liquidating assets like com- 
mercial bills and for external stability a 
reserve was to be kept in gold and gold 
securities Therefore the Commission 
proposed the Proportiooal Reserve System 
of Note Issue with separate Banking and 
Issue Departments under which gold and 
gold secuniKs must not be less than 40% of 
the total liabilities (the total note-issue plus 
Rs 50 crores to provide for conversion of 
hoarded rupees into gold) and within ten 
years gold should ultimately be 25% of the 
liabilities with an over-riding minimum of 
30 crores, and Bupee securities must not be 
'more than 25% of the liabilities with an 
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over-nding minimum of 50 crores A reason- 
able amount of rupee coinssbouldbe kept by 
the Bank to meet the demands of the public 
although there would be no obligation to 
convert its notes into rupees. The propor- 
tion of the silver was to be gradually 
reduced from Rs 85 to Rs. 25 crores 
during the next ten years 

The GSR. and P. C. R were to be 
amalgamated and the proportion and com- 
position of the combined reserves were to 
be fixed by statute. The notes of the Bank 
would be full legal tender and guaranteed 
by the Government whose notes should 
cease to be legal tender except at their 
Treasuries The legal obligation to convert 
notes into rupees was to be withdrawn 
although facilities for the free interchange- 
ability of the different forms of legal tender 
currency were to be granted and the new 
notes were to be convertible into gold 
bullion of not less than 400 oz. bars The 
Commission also proposed the reissue of one. 
rupee notes as legal tender though they wore 
not to be legally convertible into silver rupees. 

The recommendations of the Commis- 
sion were embodied substantially in the 
Currency Act of 1927 but the Bill to create 
the Reserve Bank was thrown out in the 
Assembly The gold and sterling assets 
of the P C Reserve were revalued at the 
rate of Rs 13-1-3 to the sovereign according 
to the Act of 1927 and this revaluation 
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caused an increase of Bs. 930 lakhs in 
their value which was set off by reduc. 
lug the Indian Treasury Bills by the same 
amount 

Reserve Bank Note Issue — The Bank 
began to funct on from the Ist of April 
1935 when it took over the management 
of the Currency Department of the Govern 
ment by opening an Issue Department of 
its own The Government from this dale 
■ceased to issue notes. The G S. Reserve 
was transferred and amalgamated with 
the P 0. Reserve from this very date 
The Currency notes were supplied to it by 
the Government which together with its 
own notes are issued by it The denorai 
nations of the notes are 5, 10, 50, 100, 600, 
1,000 and 10,000 The Bank ha« however 
decided not to I'-sue notes of Rs 50 and 
Bs 500 on account of ibeir limited ciicuU 
tion although currency notes of the same 
denominations continue to be legal tender 
The Bank first issued notes of Rs 5 in Jan- 
uaty 1938, then of Rs 10 i ' February and 
of RS iOO and Bs 1,000 in May 1938 
These notes are legal tender throughout 
British India, guaranteed by the Governor- 
Geneial-in-Council and are convertible into 
silver rupees or smaller notes The notes 
issued by the Burma branch oftheBmk 
are legal tender onij in Burma. The Issue 
Department is quite separate from the 
Banking Department and its assets and 
liabilities are shown distinctly separate 
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from those of the Banking Department. 
The assets of the Issue-Department consist 
of goM coin and bullion or sterling securi- 
ties (balances at the credit of the Bank of 
England Issue Department, 90 days bills 
of exchange bearing two or more good 
signatures and drawn and payable in U. K., 
and U. K Government securities maturing 
within 5 to 7 years) upto 2/5 or 40% of the 
total liabilities (notes in circulation) and 
the value of the gold coin and bullion in 
the custody of the Bank is never less than 
Rs 40 crores , 17/20ths of this is held in 
British India Gold for this purpose is 
valued at 8 47512 grains of fine gold to a 
rupee and the securities at market rates 
The other 3/5th8 of the Reserve are held in 
rupee, Gov^-rnment of India rupee securities 
of any maturity, and eligible commercial 
paper payable in British India , and the 
rupee securities are not more than 1/6 of 
the total assets or Bs 50 crores whichever 
amount is greater, and with the previous 
consent of the Govemor-General-in Council 
it may consist of such amount plus a sum 
of Rs 10 crores 

Like other Centra! Banks following 
the Proportional Reserve Method, the 
Reserve Bank is authorised, with the 
previous sanction of the Governor-Ge- 
neral-in-CounciI for periods not exceeding 
30 days m the first instance, which 
may with like sanction, be extended from 
time to time by periods not exceeding 
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15 days, to hold as assets gold coiri> goW 
bullion, or sterling of less than /5ths of 
the total assets. During such pefiod of 
deficiency the Bank shall pay a Mx on 
the amount by which gold and sterling 
assets are reduced to less than 2 / 5 ths, at 
the current bank rate with an iddition 
of 1% per annum when such holding exceeds 
32i% oi the total assets, and of a further 
in respect of every further decrease 
ot or Pa-rt of such decrease, provided 
that the tix shall not in any ev^nt be 
payable at a rate less than S% per aonura 
The table over-leaf shows the oompc’Sition 
of the Reserve and the progress of note 
circulation since A-pnl 1935. 

Since July 1940, one rupee notes have 
been introduced and new one rupee notes 
have been issued since April 1941. They 
are equivalent to the rupee coin fof P^r- 
po'ses of the Bank Act Since February 
1943 the B ink has issued two rupees notes 
There has been an unusual expansion of 
note issue particulary during 1942-4^ ^nd 
all denominations of notes except of 50 
have shared in it. The relative proportion 
of Rs SandRs 10 notes declined betw’®®n 
1939 and 1942 from 61 V to 55 7% while 
that ot Bs lOO and Rs 1,000 notes incr6^^®d 
from 37 to 44 1% 
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CHAPTER XX 

INDIAN CURRENCY AND THE 
PRESENT WAR 

war'^n“G?rmanv'‘ nn 

1939 then Tn/^t ^ September 

SierhJ p. Indian Currency System was a 

linked toltSfi"? at l***" ""‘’'f 

Is 6d The raf/!vf artificial parity of 
maintained ^ exchange was being 

sterling through ®ale of 

betvveen Is e/d I"dia 

still retainpH 5||d. The rupee 

a standard features of 

into the nariAr^? u*^**^’ convertibility 

coins interna^Iv subsidiarj 

It was incotivertrbIe“.nt^*®'^?/ 
effect an I and was in 

silYer Thf ”»*'> Panted on 

fine were unhm^f^/1 rupees 11/12 

sidary one anna ^ ‘®“deraQd the Snb- 
ooin/,^f nt t ‘ ? annas and four annas 

P°es were 1 mil “PP®" P'='= 

iimited legal tender upto Re I 

m that of”''*’ **'® ’■"P®® depended 

uSd fnd 'T>»nl* IS divorced from 

iS^es^ °®<n»ate3 according to the 

PreJ? w V .fnnnoraio conditions of 

Great Britain. All these features of the 
currency in India still continue unabated 



INDIAN CURRENCY & PRESENT WAR 317 

Witt two important ctanges — the reduction 
of fine silver in the rupee from 11/12 to | 
and the introduction of the one rupee note 
which IS at par with the rupee coin in all 
respects except the material of its print 

The present war has affected the Indian 
curxency and exchange system very power- 
fully and has led to the passing of » num- 
ber of administrative measures influencing 
trade, currency, exchange, remittance, bul- 
lion, finance and prices. So far the system 
has successfully withstood the stre'^s and 
strain of the war and the Bank Bate has 
remained steady at 3 p c Production in 
general, prices and trade have received a 
powerful stimulus and note issue, deposits 
and security pnces after a temporarv dis- 
turbance and fall due to panic and uncer- 
tainty have shown a lemaTkablo recovery 
The Reserve Bank has followed a system- 
atic policy of cheap money throughout and 
the continued maintenance of the Bank 
rate at 3% reveals the success of the Bankia 
its easy money policy As a result of this 
policy and the fixing of minimum prices, 
the gilt-edged securities have been fairly 
stable* although the changing fortunes of 
the war have dominated the financial and 


^Except towards the olosiog week of December 
1942 when Calcutta had eporadio air raids the mini- 
mum prices were lavtsed by the Government on 2nd 
September *42 and were in most cases higher than 
those of Match 
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share markets and caused violent fluctua. 
tions in prices of industrial shares , e g 
the Tata* Deferreds fluctuated in 1940-41 
between Rs. 1,600 and Rs 2,282 The finan- 
cial and credit markets have been very 
powerfully influenced by the diversion of 
credit from normal peace-time productive 
channels to the manufacture of armaments 
and there has been a diminution in the 
production of non-military supplies. 

The immediate effect of the war, like 
that of the Great War, was the tviikdrawal 
0 ^ funds from the Post Office Savings Banks and 
Post Office Cask Oerttficaies and deposits from 
iht feanfts. A tendency to sell out Government 
securities and pro notes also became pronounced 
With the enactment of the Defence of India 
Act a widespread rumour became rite that 
the Government were out to confiscate and 
control rigidly all private wealth and proper- 
ty and this itensifiedtbe withdrawalof funds 
from post offices The Government promptly 
contradicted and pointed out the absurdity 


*With the withdrawal from 27th March, 42 of the 
minimum prices fixed to December 1941 for 28 shares 
■OB the forward U&t by the Bombay Stock Exchange, 
the industrial share inarbot m Bombay began to go 
<lown and the Tata Deferreds dropped from Bs 1,52 d on 
25tn March to Rs 1,210 op the 7th April-, rose to 1 650 
on 9th June, fell again below 1 400 From 19th Not 
rose again from Rs 1,670 to 1 790 on 1st Deo dropped 
to 1,460 aod then gradually rose to EU 2Q9aon9th 
March Toward the end of the month they again 
dropped to Bs 1,822-8 0 
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of this panic and gradually public confi- 
dence was steadied and restored. 

Since its Introduction in 1913-14 the Post 
Office Savings Banks have annually bagged 
large amounts of deposits except in 1914-15, 
1917-18, ia21-22, 1930-31 and in 1938-39 the 
total outstanding amount of the deposits 
was 81*94 crores of rupees In 1939-40 this 
figure fell down to 78 38 crores of rupees 
and to 59 57 crores tn 1940-41 The total de- 
posits in 1939-40 fell to Rs. 40 51 crores from 
Es, 44*61 crores in 1938-39 and to Rs. 25‘35 
crores in X940-41 , Rs. 21 91 crores in 1941-42 
and improved slightly to 22 26 crores in 
1942-43 The receipts were better during 
the second half of last year and particularly 
so during the last two months , whereas 
the withdrawal increased from Rs. 41*65 
crores in i9j 8.39 to Rs 45*22 crores in 

1939- 40 thereafter fell to Rs. 45 09 crores in 

1940- 41 , to Bs 30*18 crores in 1941-42 and 
Rs ^2*84 crores in 1942-43. After the de- 
duction of interest the net increase of 
Rs 4.38 crores in 1938-39 was converted 
into a net decrease of Rs. 3 56 crores in 
1939-40, of Rs. 18 81 crores in 1940-41 and of 
Rs. 7 44 crores in 1941-42. During 1942-43 
there was a net increase of Rs 15 lakhs. 
The rate of interest since December 1938 
has remained constant at U5o free of in- 
cometax Since 3rd August 1942, cheques 
have been accepted in savings bank trans- 
actions and since 25th January 1943 the 
annual limit of net deposits has been in- 
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creased from Rb 750 to Rs. 1500 with 
effect from Isb Feb 1943 Since 5th 
April 1943 women have been allowed to 
open accounts through their agents The 
withdrawals were very heavy during 
September 1939 and jumped from Rs 3 36 
crores in August to Rs 7 95 crores in Sep- 
tember, whereas the deposits fell from 
Rs 3 84 crores in August to Rs 2 76 crores 
in September Thereafter confidence was 
restored and since October there were 
lower withdrawals than those of the corres 
ponding months of 1938 39 and the deposits 
increased steadily although the monthly 
figures were a little lower than those of the 
corresponding months of 1938-39 With 
the reversal of the fortunes of the Allies 
in the war in May and the fall of France 
in June the withdrawals became heavy 
again They amounted to Rs 7 01 
crores in May and to Rs lOli crores 
in June as compared with Rs 3 ^3 and 
Rs 3 50 crores in the corresponding months 
of 1939-40 From July again the withdra- 
wals showed a decline as did the deposits 
also Since April 1941 the scheme of the 
Indian Post Office Defence Savings Bank 
has been introduced to encourage people 
of limited means to invest their savings in 
the assistance of war effort The deposits 
in this scheme are payable only one year 
after the war and not on demand and they 
bear an interest of 2i% free of income tax 
The deposits in the D. S Banks in 1942-43 
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totalled Rs. 29 lakha as gainst Rs. 1 1 lakhs 
in l94>-42. The receipts were heavier 
during the last quarter. 

The sale of Post Office Cash Certificates 
which began in I9i7-18 has also registered 
a sharp decline between 1939 and 1941, 
although the tendency towards a decline 
has been noticeable since 1935.36 as is 
evident from the following table 

(lo Lakhs of Rupees) 


Year Receipts Repay- Net Amount 
. ments Receipts Outstan- 

ding 


193546 

13,45 

13,43 

2 

65,98 

1936-37 

14,88 

16,46 

—1,58 

64,40 

1937-38 

13,97 

18,16 

—4,19 

60,21 

1938-39 

14,71 

15,35 

-64 

59,57 

1939-40 

10,25 

12,80 

—2,55 

57,02 

1940-41 

4,89 

14,93 

—10,04 

46,98 

1941-42 

3,97 

11,94 

—7,97 

39,01 

1942-43 

3,76 

8,20 

—4,44 

34,57 


It is clear from tbo above table that the 
net receipts fell to Bs. 2 lakhs and there- 
after the accounts show a net withdrawal 
which was the heaviest in 1940*41. During 
1939-43 the issue prices remained unaltered 
with the interest at - 2 ^% compound, free of 
income-tax. The repayments in September 
1939 after the outbreak of the war mount- 
ed upto Rs.' 1'92 oTorea from 1’06 crores in 
August ; whereas the sales fell from Rs. 1*27 
21 
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crores in August to Es 0 67 crores in 
September, From October onwards with 
the return of confidence repayments decre- 
ased and were actually lower than the 
repayment of the corresponding months of 
1938-‘^9 , and the sales also improved, but 
they were much lower than the correspond- 
ing months of 1938-39 In May and June 
1940 there were again heavy repayments 
and sharp declines in sales. During the 3 
months May to Julv the withdrawals were 
Es 6 64 crores as compared with Bs 2 89 
crores during the corresponding period of 
1939 40, whereas the sales declined from 
Es 3 27 crores in 1939*40 to Rs 1 24 crores 
in May to July 1940 Thereafter confidence 
was restored and the repayments slowly 
came down to prewar levels During 1942- 
43, the sales touched the low level of Es 12 
lakhs in March ’42 but thereafter they 
increased and were high in the latter part 
of the year But the total sales were 
lower at 3 76 crores as compared with 
Es 3 97 crores in 1941 42 Encashments also 
declined from May and were much lower 
during the last four months at 2 01 crores 
as agiinst Rs 5 24 crores during the corres 
ponding period of 1941-42 This was main- 
ly responsible for the decline in the tota. 
-encashments from Rs 11 94 crores in 1941-42 
to Rs 8 20 crores in 1942-43 The sharp 
decline m the sales from Rs 10 25 crores m 
1939 40 to Es 4 89, 3‘97, and 3'76 crores in 
4940-41, 41 42 and 42-43 may be partly 
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due to tbe luiroduetion of 10 year Defence 
Savings Certificates at 3J% compound 
interest free of income tax in denomina 
tions of 10, 50, 100 500 and 1,000 An in- 
dividual's maximum bolding bas been 
limited to Es 5,000 only TJpto 31st March 
1941 Es 2 41crores worth of these certifi- 
cates bad been sold and Bs 12 lakhs with 
drawn, leaving the amount outstanding at 
Rs 2 29 Grores During 194' ‘t2 the receipts 
■were R'» 2 81 crore& withdrawals Rs 75 
lakhs and the outatandings Rs 4 35 cror».s 
while the figuies for 1942 43 were Rs ^02 
crores, Ra 8l lakhs and Re 5 oh crores 
The net investments in the aggregate ip 
the certificates since June 1940 amounted 
to Ra 55 6 crores Since 8th Feb 1943 
scheduled banks have been authorised to 
buy D S certificates for their clients in 
eluding minora without any indemnity 
•clause in applications fo purchase 

As to bank deiiosits, on the whole they 
have been steady and except for occasional 
setbacks at the beginning of the war and 
in May and June 1940 they have increased 
The total deposits of the scheduled banks 
increased from Rs 237 12 crore-^ in Apri 
1939 to J 45 crores in August but fell to 
Rs 241 32 crores showing a decrease of 
Rs8\3cTore'^ In October they decreased 
to Rs 240 58 crores bui thereafter they 
increased steadily and reached the highest 
recorded figure so far of Rs 259 26 crores 
in March 1940, and exceeded the figures of 
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last year by Rs. 21*30 crores The increase 
was due to brisk demand for money for 
financing the movement of commodities 
and stock and silver markets. Then in June 
1940 the total deposits fell to Rs. 253*98 
crores from Rs. 2fc0*87 crores in May, but 
thereafter, with the revival of confidence 
they steadily mounted up to Ra. 285 63 crores 
in March 1941 and reached to highest 
recorded figure of Rs 30-i 31 crores at the 
end of June 1941 Throughout 1941-42 and 
1942-43, there has been a substantial and 
continuous increase in the monthly average 
of demand and time liabilities of the scheduU 
ed banks. From Rs 221,78 crores in March 
'42 the demand liabilities rose to Rs 372*32 
crores in March ’43 while the time liabilities 
rose from Rs. 100 38 crores to Rs 121*28 
crores There had also been a large increase 
in banks, advances and bills discounted upto 
1940 During 1942-43 there has been a 
fall in loans and advances and in bills 
discounted but the position improved to- 
wards the end of the year 

To meet the growing demands of curren- 
cy caused by the war the expansion of 
currency has led to a large increase in 
the investments of the Reserve Bank The 
large purchases of the British Government 
and their Allies have resulted in huge 
accumulations of sterling resoutcsb on 
behalf of the Indian Government which 
has exchanged them with the Reserve 
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held by the Batk .net, n securities 
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earlier part of the last year The produce 
m irkets especially have been subjected to 
repeated upheavals “Commodity prices 
which had been pursuing an upward course 
till the end of 1939 developed a recession, 
which culminated in a fall of as manj 
as 23 points in the Calcutta Index Number 
of wholesale prices The disasters which 
overtook France in the middle of the year, 
the shortage of shipping freight and the 
loss of European markets, combined with 
increases in taxation, created an atmosphere 
of uncertainty and nervousness which 
ddveisely affected the fortunes of the 
primary producer. In contrast with these 
conditions, the war had generally a favour- 
able influence on most of our manufactures, 
the effects being the most marked in the 
paper, textile, and engineering industries 
which recorded substantial increases in 
production After this temporary setback 
the commodity prices advanced during the 
year and in June the general price level 
was higher than that of December 1939 and 
during the last quarter the rise was parti- 
cularly marked 

In 1942-43 the prices of all commodities, 
both primary and manutactured, reached 
their peak and the country had to pass 
through a severe food crisis Barring the 


'Sir Hotel Modi at Animal MeHma o{ 
Central Bank of India 
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prices of sugar, wheat and kerosene, which 
were controlled, the prices of other neces 
sities of life, and particularly of cloth, rose 
to unprecedented heights To meet the situa- 
tion dealings in futures and hoarding were 
made illegal but the ill-fated price control 
'scheme of the Government proved an utter 
failure and it was abandoned towards the 
close of the financial year In spite of 
control and re«trictions on inter-district 
and inter-provincial movement of food 
stuffs and district food chests, and ‘grow 
more food campaigns the food crisis 
became threatening According to the 
report* of the Reserve Bank “the problem 
of food would appear to be not solely one 
of I’^adequate production but also of 
maldistribution and to some extent of in- 
sufficient 00 ordination of governmental 
action ’ The lack of adequate transport 
facilities due to the exigencies of the 
war , the abnormal conditions of demand 
and supply, the arbitrary division of the 
country into surplus and deficit food pro^ 
Vinces, hoarding, unprecedented inflation, 
and pre occupation of the producers and 
manufacturers with wax and only essential 
civilian supplies and not unhealthy spe- 
culation are the main causes of the peak 
prices prevailing ‘ Wholesale prices have 
risen most in India, and least in the*United. 
States, Canada, Australia and S Africa 


% On Currency & Finstkce 19411-43 
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beenTrevete?bf *berc™„tael ha^ 
WBllcoMTved fina^no.a^anH”^*'‘"‘'“ " 
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^ year but the advance was less 


2'$.“'* 1942-43 " Except cloth due 
to the Cotton Cloth & Yarn Control Order. 
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maTked taan in the primary commodities 
The coiion manujaciures recorded an tnerease of 
points from 195 to 442 followed by a ns© 
of 83 points in steel The Reserve Bank 
report says, “The nse in prices during the 
war v-hich became particularly marked 
during the year under review may be al- 
ternatively described as an outcome of the 
growing shortage of purebasable goods in 
relation to increasing money demand, or of 
the increasing pressure of rising money in- 
comes reflected in the expanding monetary 
circulation on a dirainishing flow of goods 
for nvilian use The nse appears to be 
retained, on the one hand, by the retarded 
turnover of the increased money circula 
tion, Tnd accentuated, on the other, by difid- 
culties ot transport and distribution and 
artificial shortage induced by speculation 
and hoarding, which have led to discrepant 
price movements” 

Although shipping difficulties and the 
blocking of so many old channels of trade 
have affected adversely the agriculturist, 
yet the loss of the European markets has 
been more than compensated by an un- 
usual increase in the export trade with the 
Allies, especially Great Britain and the 
Empire Countries, In fact the immediate 
effect of the present war, unlike that of 
the Great War, has been a powerful impe- 
tus to exports and a slight improvement 
in imports with a remarkable increase in 
the balance of trade During 1940-41, the 
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reverses in the fortunes of the Allies on 
the continent of Europe, causing ■\lo$sof 
ihe European markets, coupled v. ith Jcarci^y of 
freight and restncttons on export and imports 
(May 1940) depressed the imports consider 
ablj and even in exports the gam** of the 
previous year vs ere neutralised The ba 
lance of trade theref< re in favour of 
our country declined (excluding Govern 
ment war transactions) although it remain 
ed even then much higher than the average 
balance of the previous quinquennium 

Ye&i ImpOTift ExpoTta Bivlaace of Tt»de 


19j 9 40 165 ts 403<»'» +18 64 

1940 41 156 79 186 91 +3012 

1941 42 17301 25291 +79 90 

1942 43 110 34 194 55 +84 21 


The trade with continental Europe is 
practically stopped as also with Japan 
while imports from USA have recently 
increased Prior to the Japanese War on 
7th of December 1941, the loss of European 
markets and scarcity of shipping trade had 
been seized by Japan which increased its 
share in our import trade by 25% in 1939 40 
and by 40% in 1940 41 as compared with 
1938 39 Exports to Japan declined by 36% 
in 1940 41 There was an adverse balance of 
trade with Japan to the extent of 5 3 crores 
in 1939 40 and 126 crores in 1940 41 All 
trade with Japan and Thailand ceased on 
declaration of hostilities At the beginning 
of 1942 the freezing order was applied by 
the Govt to Hongkong, Malaya. British 
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fiid Netherland East Indies 

withoiit^t^’ permitted 

“In Reserve Bank. 

witnlssert / ® fP''P'SP “Pa bPrae trade 

more spir!: ’'“""“•“p. which was much 
Sportg^Xv, ™P°P‘® tl'an of 

toa fmanli*^ 1 *’®'“"“'°* *PadB improved 

trade was Hne in the seaborne 

trade wifh Barm ^ *“ ‘'’® cessation of 
Re 173 0 c®o"” m 'RsTIf f!” fFP™ 
sports deohnfd by 22 % 

orores to Hs i qi.« 252 91 

trade increasirv ‘’i® halance of 

ororeV The ffll Xi?" to Rs. 84 al 

was made up ^"ll on/ 2 ® “ 11 ,°^ imports 
and an increase of l/a ’ 1." 'JUantum, 

which was prac(ioIll(^Hn“ A"' P™® level 
with 1938-39 and th ^ doubled as compared 
In enports tho “ quantum fell to 3/10 
5/8ofthepJLarieverwhil‘'”'‘‘' by 1/3 to 
about 85;^ above the atmg'l^orS-l"^® 

interesting’^cha°nE*e'?‘*ri a'®° undergone 

Portf to fhe mS Ea^^T E^- 

Aralia and Iran-rem t Sjria, 

_X^®™ents as considerable 

^ also the imports from 


*" Reser/ 


' R-»port 1942 43 
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CeTlon"' 5”'* Imports from 
morPa4,r T., Australia also 

erportf 1 “ reduction in both 

Stated The « imports from, the United 
declin^ ^ tr. K & Canada aho 

creased^ ‘’l® ‘“Ports from U K in- 

share of th if® ‘‘'•'“■o, howerer, the relative 
SeaLd^ U in exports in 

imports '^^62710 6771 p c . while in the 
a^rfhL , fi-om 61 to 55 5 pc, 

tiauf “im-eased substan- 

oroms tT„ Ks. 64,51 

from 27 << trf foreign countries 

trafe^LM,^ P® and their balance of 
orores ***• 20 99 Mo Ks 12 61 

in exports to ® Breater absolute fall 
countries fiom these 

trends in a general feature of the 

paratlve ‘“li® “ ‘he con), 

which 1®"^ distance trafBc, 

slimpTnl!®®^ in®''*'® **‘® «“'>*'> ehortase of 
■witUm/”'* **'®, ““‘“need risks connected 
0 ™?/ '■■nnsport during the year" 

bJ.T il” y -"n* Bmrdmg of 

S n ®*^‘®'' the Start of hostili 

Tud tu u”®”? ^®'' conversion of notes 
the S® hnurding of rupees ensued During 
trade ®t four luouths of the war increased 
„tl boom led to an abuor- 

mal abosrption of notes upto Ks 57 orores 
to Rs 11 crores of rupee coin 
and Rs. 1 41 of small coin , but in subse- 
quent months the business demand for 
currency slackened and a demand for con* 
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With the French rev?^ ™ Ii'dia. 

of May 1940 there wa? 
on the rupee com arS Public 

France and theXeaJl T"'' °f 

British Isles in Junf invasion of the 
wals rose to Rs 4 ?r„r^ f 
hoarding intensified Thf 
rupee com wa^iet bv Thl f" *0 

freely with a vitV to Jf, Bank in full and 
hoarding and in Tune ®nd stop 

Ea 1512 orores of^“? ‘he Bank had to pay 
of June to Sit From 15th 

orores of notl^ were re * ^3 
holding of the returned and the 

in the Issue Deuari’*” ^^**1 ^ay 1940 

Re 75 87 crores on 1 st orores from 
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Between 1939 and 1941 n”’7 E® ^5 1 crores 
orores of rupee com b»i T Es 43 31 

- ^-4^^ -nre“ 

‘ion in the last war“i™ Simual absorp! 
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October 1942 and March 1943 — Rs. 4215 
crores. 

The absorption of rupees through note 
conversion has also been accelerated by 
increased demand for currency to meet the 
heavy Government expenditure on defence 
and increased business and industry caused 
by the war It was impossible for the mints 
working at even full pressure to meet this 
abnormal demand for rupee coin m ade- 
quate quantities and its disappearance from 
circulation was fraught with danger to the 
community and grave inconvenience to the 
public. The sudden withdrawal of over 
Rs 40 or >res of currency in war time 
treatened a serious dislocation of trade and 
slump in prices When the panic could not 
be allayed by meeting freely and in full 
the demand of the public, the Government 
on the lOth of June prohibited under the 
Defence of India Rules any person trom 
refusing to accept coins or notes jn pay- 
ment of a debt or otherwise. The Govern- 
ment on 25th of June 1940 introduced a ra- 
tioning* of rupees by making it an offence 


* Bs. 5U in rupee ooin aad Rs 10 in small coin 
were regarded as ordinary individual requirements 
in Bombay vrbile in Calcutta, Bs. 50 for an individual 
and Rs 300 to Rs 500 for a business firm were 
regarded as legitimate needs Larger business and 
banks were supplied in full Some 30 scheduled bank 
ofBoes in Bombay met the demands of the public and 
6 small change depots svere opened on 4th and 10 
5th July. 
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■under the D-"fence of India Act for any 
person to acquire com in excess of his 
personal or business needs, the dete^mina 
tion of which was left to the judgment of 
the Beserve Bank or its duly appointed 
agents This succeeded in reducing the 
demand for conversiou of notes but ic led 
to the demand for smaller lots In 1939 40 
Bs 2 63 croies of small coins had been 
absorbed during the first 7 months of the 
war hut in the second year (1940 41) there 
■was an absorption of Bs 4 26 ctores in all 
of which half rupees and Jour annas pieces 
accounted for 1 53 ctores and Bs 1 02 
•croxes The absorption was very heavy 
during the period from May to July 1940 
■owing chiefly to the withdrawal of whole 
rupees for hoarding 

During 1942-43 there was an unprece- 
dented demand for small coin of each 
denomination Calcutta experienced a 
shortage due to panic and hoarding of 
copper coins caused by a steep rise in its 
price in August 42 and later the scarcity 
spread to other parts and reached its peak 
in November when the maximum monthly 
absorption was about Rs 1 55 crores 
Coupons and stamps were called into ser 
vice in various parts of the country and the 
•Government penalised excessive acquisition 
and possession under the DIR As a 
result of these measures and additional 
supplies the situation improved substanti 
ally by the end of the year^Total absorption 
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of small coins was Rs 11*64 crores oi, 148^ 
greater than the previous record absorption 
of 4 69 crores in 1941.42 Bombay and 
Calcutta mints were turning out small 
coins at the rate of 72 m. pieces a month 
as compared with a monthly average of 
16m in August 1939 and 34ra in April 1942. 
From Jan. 1943 the Calcutta mint has been 
working an additional shift and by end of 
March 1943 the mintage reached 136 m 
pieces a month or by 89% over the output 
of Deo. 1942 A new mint at Lahore is to 
work from August with a monthly capacity 
of 30m pieces The total mintage dunng 
1942-43 amounted to 963m. pieces or 40% of 
the total output of small coins in war. 

Measures to meet ikesituaiton —The heavy 
withdrawals of rupee coin were causing a 
good deal of inconvenience to the public on 
account of scarcity of a unit of exchange 
smaller than the 5 rupees note To meet 
this need therefore the Government pro- 
mulgated an Ordinance with immediate 
effect on 24th July 1940 providing for the 
is<»ue of one rupee notes and putting them 
into circulation. They were made equal to 
the silver rupee m every respect by declar- 
ing that they would be unlimited legal 
tender and would be as fully, and to the 
same extent, current m British India as the 
rupee coin They were also deemed to be 
equivalent to the ‘Rupee Coin’ for all the 
purposes of the Bank Act 1934 and to 
Utate their immediate circulation through 



INDIAN CUERENCY & PRESENT WAR 3ST 


the Reserve Bank the Ordinance made suit- 
able amendments to the Bank Act They are 
issued by the Bank in exchange of its own 
notes to supply the demand of the rupee coin. 
As new one rupee notes could not be supplied. 
in adequate quantities immediately, so the 
issue of one rupee notes printed in 1935^ 
to meet the contingency caused by a threa- 
tened rise in the price of silver beyond 
the rupee melting point on account of the 
silver purchase policy of TJ S A in 1934-35^ 
was arranged They are 3| x 2|’ in size 
and bear the effigy of His Late MaDesty 
King George V and the signature of Mr J 
W Kelly The popularity of the one rupee 
note led to the issue of new notes 4' x 2| ’’ 
ID April 1941 

With a view to »*elieve the growing 
demand for rupee coins and notes the Bank 
issued on 1st February 1943 the two rupeea 
note 4F X 2^ in size from Bombay. They 
were put into circulation during the course 
of the year in Bombay, Lahore, Cawnpoxe 
and Calcutta and amounted to Rs 140 lakhs 
at the end of the year 

To rpstnct the negotiability of notes 
with political slogans the Government 
deprived their legal tender character on. 
3l8t October 1942, although the Reserve 
Bank was authorised to refund in its dis- 
cretion the whole or part of their value. 
From 26th March 1943 the making or use 
22 • 
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of documents resembling currency or bank 
notes has been made punishable by law. 

There has been an acute shortage of 
small coins. On account of a rise in the 
face value of the coins above their metallic 
•contents in the black market, there was a 
tendency to hoard them. Their withdrawal 
Wris causing a good deal of inconvenience 
to the public for making small purchases. 
To provide against this withdrawal and 
hoarding the Government notified on 23rd 
January 1943 that a new design of pice, 
with a smaller diameter and a circular 
hole in the centre, reduced in weight from 
75 grains to 35 grains and containing 97^ 
copper 2\% zinc and |% tin, instead of the 
former fineness of 95}% copper, 3% tin, li% 
.zinc, would be minted and the mintage of 
half pice and pie pieces would be dia> 
continued. The new pice was issued from 
Bombay on the Ist of February 1943. 

To bring the rupee holdings upto the 
statutory minimum of Rs. 50 crores the 
Bank received Bs. 12 crores of rupee coin 
from the Government under section 36 (2) 
as amended on 24th July 1940 To meet the 
increasing needs for rupees the Bank 
received on seven different occasions Bs. 35 
•crores in all from the Government of India 
'against cancellations of ad hoc treasury 
bills and credit to Central Government 
To meet the increasing demand for the 
half rupees and^ four anna pieces the 
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Oovernment decided to issue fresh coins, 
but with a view to discourage the hoarding 
of these coins and to avoid waste, involved 
in minting of coins of the existing fineness 
VIZ 11/12, it amended the Indian Coinage 
Act 1906 by an Oidinance on 26th July 1940 
and reduced the fineness of half rupee from 
11/12 fine silver and l/l2 alloy to half silver 
and half alloy By amending the Coinage 
Act on 11th March 1940, the silver fineness 
•of the four anna pieces had already been 
reduced from 41J grains oi fine silver to 
2l\ grains which had brought the Indisn 
four anna bus in line with the British 
subsidiary coins of 50% ficieness 

Victoria rupees upto mintage of 1876 
weie being withdrawn from circulation 
before the war according to Article 75 i!a; 
•of the Resource Manual and rupees of the 
mintages of 1877 to 1901 were being with- 
drawn in accordance with the circular of 
the Controller of Currency dated 1st October 
1936 With a view to improve the com- 
position of rupee in circulation, the with- 
drawal h<ad been accelerated from October 
1938 by removing restrictions on the receipt 
of light weight Victoria rupees and b\ 
guingthe discretion of accepting at full 
valvie coins of doubtful genuineness to tlie 
Treisury and bub-Treasury Officers without 
lossti themselves Since November 1939 
Victoria half and quarter rupees are being 
withdrawn slowly. The Indian Coinage 
(Second Amendment) Ordinance of llth 
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October 1940, recalled the Victoria rupee- 
and half rupee coins with effect from let 
April 1941 and the Government notification 
directed that, on and from that date, these 
coins would cease to be legal tender except 
(a) at the Bombay and Calcutta Offices of 
the Issue Department of the Reserve Bank 
of India until further notice, and (b) at any 
Government treasury or post office till the 
30th September 1941 During 1939-40 nearly 
Ea 12 03 crores and in 1940-41 Ks 5 54 
crcres of Victoria coins had been recalled 
This step had been taken to improve the 
composition of rupee circulation, to avoid 
counterfeit coins and to recover the rupee 
and half rupee coma of standard weight 
and fineness from idle and uneconomical 
hoards Restrictions on the acceptance of 
light weight coins including George V com 
were removed and all Treasury Officers and 
Agents of the branches of the Imperial 
Bank of India were instructed in January 
1941 not to examine silver coma for their 
light weights but only for their genuineness 
By the (Third Amendment) Ordinance 
of 23rd December 1940, new security edge 
rupee coins of the fineness of one-half 
silver and one half alloy, already adopted 
for half-rupees and quarter rupees, were 
introduced to meet the growing demand 
for rupee coin for increased trade activities 
and hoards and to remove the inconvenience 
or unsuitability of the new rupee notes 
fox some rural areas The security edge 
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device in the new design of the 
Tupee IS considered a virtually absolute 
safeguard against counterfeiting and 
-consists of the insertion in the centre of 
the milled edge of a shallow re-entrant 
groove inside which is a design in two 
sections separated by blank spaces This 
design consists of alternate beads ind 
diagonal lines in relief The ring of the 
new rupee is also duller and it bears the 
date ’940 Upto March 43 Rs 54 29 crores 
of quaternary rupees had been minted 

Finally on the 8th. of December 1941 
the Government issued a notification to 
recall the rupee and half rupee coins bear- 
ing the effigy of His Late Majesty King 
Edward VII which were to cease to be 
legal tender with effect from 1st of June 

1942 except at the offices of the Reserve 
Bank Issue IDepartmeot at Bombay Cal- 
cutta and Madras until further notice and 
(b) it anv Government treasury or post or 
telegraph or public call or rail office till 
30th September 1942 

In pursuance of its policy to progres- 
sively replace the standard silver rupees 
bv the quaternary rupees, King George V 
and King George VI standard silver rupees 
and half rupees of 11/12 finenes'- were also 
withdrawn from circulation by a Notifica 
lion dated the Ist Oct 1942 and these coins 
ceased to be legal tender from ist May 

1943 They were, however, to be accepted 
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at Treasuries, Post Offices and railway 
stations upto 31st Oct 1943 and thereafter 
onlv at the offices of the Reserve Bank at 
Bombay, Calcutta and Madras, until further 
notice. But on 16th November 1942, the 
Government notified that Victoria Edward 
VII, George V and George VI standard 
rupee and half-rupee coins were not to be 
accepted even at the offices of the Eeserv'e 
Bmk, the first two with effect from the 
1st May 19-»3 an ( the last two with effect 
from the 1st Nov 1943, except in cases 
where the tenderer proves to the satisfac- 
tion of the Bank that be could not present 
them before the above dates on account 
circumstances beyond his control Com- 
menting on these notifications ihe Reserve 
Bank Report says, that they “marked the 
culmination of the policy which originated 
more than 50 years ago of converting rhe 
rupee which had previously been a full 
value silver com into a token The main- 
tenance of such a high silver content a'’ 
11/12 fine had, besides being expensive, 
exposed the rupee to unduly speculative 
influences , and with the Indian price of 
silver nearly equal to the metallic content 
of the standard silver rupee, the Govern- 
ment saw no reason why hoarders of stan 
dard silver coin should be given an indefinite 
option either to leturn it at its full nominal 
value or to melt and sell ic as> bullion ” 

The withdrawal of the full-blooded rupee 
coins from circulatiou by means of ordi- 
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nances had caused a good deal of misgivings 
and suspicion in the minds of the general 
public and it was the war time abnormal 
trade and industrial activities which were 
maintaining the new one rupee notes and 
coins in circulation side by side with the 
old rupees. As a result of this suspicion 
and operation of the Gresham’s Law the 
2Z carat fine rupes were bound to go out 
of circulation and to be hoarded It was 
mainly with a view to discourage their 
withdrawal into idle hoards and the con- 
sequential risks to trade and business that 
the recall of the Edward VII and George 
V and George VI rupees and half-rupees 
had been made The increased demand, 
for rupees and the consequent pressure of 
work on the two mints at Bombay and 
Calcutta had led to the erection of an. 
additional mint at a cost of Rs 65 lakhs 
at Calcutta wnh a normal capacity of 
coming Rs. 6 lakhs a day It is to be 
further extended after the war to mint 
subsidiary coins also 

Exchange Gonirol and Restrictions — Like 
the British Government, the Government 
of India have also instituted a policy of 
exchange control and restrictions under 
the Defence of India Ordinance 1939 The 
outbreak of the war and the consequent 
dislocation of the exchange market caused 
the prices to rise erratically and both the 
London and Bombay bullion markets were 
closed from 2nd to 4th September and from. 
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4th to 7th September respectively On 
5tb September the United Kingdom G-overn- 
ment under the Defence Regulations pro- 
liibited dealings in gold, pegged sterling 
to dollar at 4 02 to 4 06 and the Bank of 
England fixed its purchase price of gold 
at 168 s. per fine ounce. The sterling-aollar 
rate was later on fixed at 4 02 to 4 04 on 
I4th September and on 8th January 1940 
to 4’02J and 4 03J, Owing to steady exports 
and purcnases by the Reserve Bank the 
rupee price of gold, remained relatively 
•stable at a higher level and on the outbreak 
of the war the Defence of India Ordinance 
1939 prohibited exports and imports of 
gold except on the licence granted by the 
Reserve Bank under conditions which 
were issued by it on 4th September and 
13th October In March 1941 to prevent 
smuggling the taking ot gold out of India 
in any form without the permit of the 
Reserve Bank was prohibited by amending 
the Defence of India Rules. The prohibi 
tions of gold import m any form under 
the Sea Customs Act still continue unabat- 
ed The price of silver also rose sharply 
at the outbreak of the war on account of 
speculative purchases and the appreciation 
ot the dollar and with a view to conserve 
the foreign exchange the British and Indian 
Governments notified on 26th and 30th 
October respectively their prohibition of 
silver imports except under licence. On 
the 14th of December 1939 it wasannounced 
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■that tlie sale of Silver, which was till then 
mide through London, for delivery ex- 
Mint, Bombay, would thereafter be made 
-through the Bombay office of the Reserve 
Bank of India On the I8th of December 
1939 the Bombay Bullion Exchange rules 
were ad]usted for prompt delivery by the 
Mint of rupee silver (916| fine} at a discount 
of Rp. 2/9/- under silver of 999 fineness and 
the Reserve Bank introduced its scheme 
of licencing imports of silver on a profit 
sharing basis even from the non sterling 
areas and fixed the minimum and maxi- 
mum prices for the sale of imported fine 
silver at R?> and Rs 64 per 100 tolas 
On Uih of March 1940 a sale pnoe of 
Rs 62 per UO tolas was fixed for profit 
sharing under the licensing pUn During 
the last week of Mirch 1941 the Bank 
issued licences for import of silver from 
New York. The restrictions on exports and 
imports of gold still continue For the 
last 8 months there has been no export of 
gold from India, and although the bullion 
market has been free from outside influen- 
ces, yet the price of gold touched new high 
levels during 1942-43 (Rs 72 in Bombay) 
The retail price went up to Rs 100 after 
wards This has been the result of increas- 
ed demand for investment and speculation 
in the face of reduced supplies and record 
number of marriages this year This 
bo^i^ding and speculation have maintained 
the price of gold over the export parity 
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and prevented ns export. The price has- 
now come down to Ra T3.75 agdin and 
the government h*s prohibited banks to 
advance loans against bullion. 

The production of silver in 1942-43 was 
lower than that of 194 1 42 and its average 
price in Bombay was Rs 92 12 11 with a 
difference of Rs. 41*4-0 between the maxi- 
mum and the minimum When on 3l8t 
August the price of Indian silver in London 
went beyond 23id. per oz. its sale at the 
American acquisition rate lor imported 
silver was stopped fhe demand for silver 
for ornaments and coinage was then met 
from British official stocks to replenish 
which the government secured under the 
Lend Lease from U S A 3 25 m oz and 
purchased from Canada 175 m. oz Upto 
August the Reserve Bank supplies checked 
speculation and ^ise in prices of silver but 
thereafter the suspension of sales b/ it and 
the political disturbancts caused an orgy of 
speculation ind the price shot up to 
Rs 116 8-0 on 8th November which was the 
highest price since Miy 1918, Rs 75-4-0 
on l>th April was the minimum price of 
the \ear The i with favourable war news 
and the Lend lease pioimse to allied nations 
for coinage the price receded to Rs 95-8 0 
by I7th December- From February the 
price began to rise igain and reached 
Rs 112 10 on 12 th of March, closing at 
Rs 111-6 on the 3Ist The surcharge of 
20% on import tariff was continued for 
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1943-44 making the import duty Rs. 8-7 per 
tola. 

The sterling exchange market (Bombay 
rate for T T on London) has remained 
Temarkably steady at Is. 6|i d. since Ocvo- 
ber 1939 When due to Uck of shipping 
freight the number of export bills was very 
few on 29th March 1941, while private re- 
mittances were considerable, the rate show- 
ed signs of breaking down for lack of cover 
and was lowered to Is. Sifd Thereupon 
the Reserve Bank announced its readiness 
to sell sterling cover at Is Said for ready 
and upto 3 days forward delivery. Only a 
'•mall amount was sold to stabilise the 
exchange at Is. 6d In October 1939 the 
bank introduced a novelty in the Currency 
System by announcing ns willingness to 
buy aterling upto 3 months forward at rate 
l/32d. higher per month than the spot rate 
with a view to enable the banks to do for- 
ward exchange business which had then 
been paralysed by the difficulty of getting 
cover in London for position other than 
spot and the consequent rise in the discount 
rates there. The tap rate was also raised 
by the Bank in the same month to Is. 6d 
with a view to tone up the rate for ready 
T. T to Is. 5|ad The 3 months’ forward 
purchase of sterling was raised to 6 months 
forward at Is. 6d on February 12, 1940.. 

Since then the Bank has continued to buy 
sterling both ready and forward upto o 
months at Is. 6d. 
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The Bank made record net purchases of 
sterling amounting to £91,672,123 ® an 
average rate of Is 6d in 1942-43 as against 
£73,319,614 \n 1941-42 at the same rate 
This was due to considerable decline in 
imports and the consequent increase m 
favourable balance of trade Since Sep- 
tember 1939 the Bank has purchased ster- 
ling amounting to Bs 387 crores and 
received from His Majesty s Government 
Us 571 crores In August 1939 the Bank 
had sterling assets valued at Rs 64 crores 
Thus between August ’39 and March 43 
the Bank had Rs 1 022 crores of sterling 
assets, of which Rs *80 crores had been 
utilized for repatriation of the sterling debt 
and other commitmenta made up Rs 131 
crores, leading the sterling holdings of the 
Bank at Rs 511 crores at the end of 1912 43 
against Rs 284 crores at the end of 
1941 42 

On October 16 1940 the Bank notified 
that the exporters of gold from India to 
United States must surrender 34 dollars for 
each ounce of gold exported and that it 
would purchase dollars for spot delivery 
That is to say, before an export licence 
could be granted gold had to be sold to the 
Teserve Bank which purchased dollars re- 
sulting from gold shipments Upto Feb 
ruary 1940 the buying and selling of 
oeitain foreign currencies from and to 
authorised dealers in India was done bv the 
3ank of England andthe Reserye Bank did 
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not buy any foreign currency except tbe 
U, S A. dollars As the new export control 
regulation introduced in March 1940 caused 
a great increase in foreign currency bill so 
the Reserve Bank of India thereafter began 
to purchase from tbe banks Belgian and 
Swiss francs and Dutch and Java guilders 
of delivery upto 4 months and U. S. 
dollars upto 6 months at a rate based on 
Its sterling buying rate of Is $d and the 
Bank of England buying rates for these 
currencies The banks were also accorded 
permission to cancel their contracts with- 
out loss if they failed to filfil their con- 
tracts on account of un-controllable war 
conditions Both ready and forward deli- 
very rates were the same and on Ist April 
1940 they were as follows — 

U. S A dollars 4 034 to the £ 

Belgian francs 23 70 to the £ 

(plus 1% commission with a sterling buying 
rate of Is 6d > 

Dutch guilders 7 58 to the £ 

Java guilders 7 55 to the £ 

Swiss francs 17 95 to the £ 

The invasion of Holland and Belgium 
b> Germany led to the suspension of the 
purchases of Belgian, Dutch and the 
Javanese currencies on May 11th 1940 hnt 
on May 28 the Bank resumed the buyings 
of Java guilders for spot delivery only at 
7 62 On October 15th the rate for the 
Swiss francs fell to 17 40 after which date 
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no further changes occurred during the 
yi.aT upto March 1941 In Sept 1942 the 
Govt, of Indii prohibited the import of 
currency or bank notes from Burma into 
Jndia whereas the import of B ink of Eng- 
Jand notes upto £10 per Jjead, Chinese 
dollars upto ^00 dollars per head, and notes 
of other countries without limit, was per 
-mitted, if they were declared to the customs 
on arrival The export and import of 
rouble notes were also prohibited. To help 
Jndian evacuees trom Ceylon in exohang 
ing their i otes, alter Japanese air raids in 
April ind May -42, arrangements were 
made for the purchase of Ceylon currency 
at all ofRcas of the Reserve Bank 
treasuries and branches of the Imperial 
Bank The Bank has been exchanging nt 
-fixed rates foreign notes of soldiers and 
travellers from the Allied countries Elabo 
ratp arrangements for the encashment of 
Burma notes were made under the Burma 
“Notes Ordinance in June 1942 and earlier 
in J inuary at various places in the 
country 

27ie Exchange Control Department of the 
Jteserve JBanh made arrangements in Decern 
ber 1940, in pursuance of the Government 
decision in November, for the acquisition of 
the doll ir balancesof all residents in British 
India and for the payment to the holders of 
■these balances in rupees at the rate of 
v^iOperSlOO Finally on March 10th, 
J941 the holdings of residents in India of 
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■certain American securities were taken 
over by tbe Government at their market 
prices in New York on the previous 
business, day at the dollar rupee rate of 
Rs. 330 to $ 100 The E. C. D of the 
Reserve Bank has collected and classified 
the securities and ra3.de arrangements for 
their delivery in New York and payment 
for them in rupees here. On account of 
the German conquests, the scarcitj of 
shipping freight and the submarines, 
mines and U-boats menace the supplies 
of certain essentials including heavy goods 
like machinery and steel and motor vehic- 
les for the mechanisation of the Indian 
Array and luxury goods etc. have ceased 
from the continent of Europe, and India has 
had to depend upon TT.S A. mostly for these 
supplies These increased purchases from 
U. S A , in spue of severe import restric- 
tions on non essentials and luxury goods, 
have necessitated an ever-inoreasing 
volume of dollar exchange to pay for them, 
and hence the necessity of conserving the 
dollar resources for the needs of the Empire, 
for the acquisition of dollar balances and 
securities by the Government and the 
Reserve Bank and increased restrictions on 
imports and exports Only people travel- 
ling in national interest are granted dollar 
exchange and no remittances to Canada or 
USA are permitted. 

Part XIV of the I) I Rules issued in 
September 1939 provided for control of all 
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dealings in coins, bullion, securities and 
foreign exchanges and authorised to Ee- 
serve Bank to administer this exchange 
control On 4th September the Bank 
issued instructions in this behalf and short- 
Ij afterwards established an Exchange 
Control Departmeht for the purpose. 
Under the guidance of the Bank of England 
all the Empire countries have instituted 
a co-ordinated exchange control policy. 
For exchange control the Empire, excep- 
ting Canada, Newfoundland and Hongkong, 
was regarded as one currency unit called 
the ‘sterling area’, within which free trans- 
fers of funds are permitted but dealings in 
foreign currencies have been restricted to 
genuine trade purchases, travelling expen- 
ses and small personal remittances. This 
sterling area which included the mandated 
territories, Egypt and Iraq also was ex- 
tended with the inclusion of the Belgian 
Congo, Iceland, the Faroe Islands and the 
Free French territories during 1941 It was 
further extended by the inclusion of Mada- 
gascar and its dependencies on 28tb Decem- 
ber 1942 and free exchange dealings were 
also permitted with F Somaliland and 
Eeunion on their declaration for the Free 
French. The underlying idea of this con- 
trol policy IS that only authorised dealers 
111 foreign exchange (the Exchange Banks 
and certain scheduled banks licensed for 
the purpose) are permitted to do foreign 
exchange Winess at rates based on the 
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rates of the London Exchange Control and 
the current rupee sterling rate 

The Government has acquired under the 
D. I. Eules all foreign exchanges and 
securities and restricted dealings in them 
and has prohibited any direct or indirect 
acquisition of foreign exchange and dea- 
lings in it and gold Authorised persons 
by the Reserve Bank are free within their 
authority to buy or sell and persons are also 
allowed to acquire foreign exchange for 
meeting business needs in fulfiment of pre- 
war contracts and for reasonable travelling 
or personal expenses Banks are also for- 
bidden to sellexchange except to residents in 
India, but ate allowed, to enter into forward 
contracts covered with genuine trade tran- 
sactions. The regulations thus ensure 
that foreign exchange is obtained only for 
financing trade, for certain approved pur- 
poses, for reraittances for essential purposea 
and prevent any flight of capital and spe- 
culative arbitrage dealings in exchange 

There are fi,ve kinds of remittances for 
the purpose of regulation mz , (i) Payment 
for imports, (u) Petty private remittances, 
(tti) Travelling expenses, (iv) Freight, profits 
and royalties etc , and (v) Capital remit- 
tances The last category of remittances 
has been rigidly controlled and it is in very 
exceptional cases that the Bank permits 
them But the authorised dealers arc 
allowed to sell exchange in payment fo'«^ 

23 
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imports on an undertaking to produce 
Customs Entry Form as proof of the goods 
having been imported into India For petty 
remittances and travelling expenses reason- 
able facilities have been granted upto cer- 
tain limits and, if very large sums are 
involved, prior approval of the nearest office 
of the Reserve Bank is necessary For 
other trade purposes (t»t) reasonable facilities 
are also provided on the production of suit- 
able documentary evidence from Chartered 
Accountants etc , that the money was being 
utilised for the purposes stated Transfers 
to ‘non-resident’ accounts t.e , accounts out- 
side the sterling area, are allowed only on 
the production of documented forms. Each 
authorised agent has to submit a dailv 
statement of its sale of foreign exchange 
supported by application forms to the 
E 0 D. of the Bank for inspection and 
check. Changes in the political situation 
•caused by the changing fortunes of war 
have led to a tightening of the control for 
conserving exchange for essential purposes 
only and the privileges of the authorised 
dealers have been curtailed to the extent 
that, with the exception of payments for 
licensed imports and a limited number of 
private remittances, they cannot sell foreign 
exchange without prior reference to the 
Reserve Bank All allowances to British 
or Indian nationals outride the sterling 
^area have now to be approved by the Bank 
'in accordance with the Government policy 
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and foreign exchange for travelling is re 
fused except for urgent trade or Govern- 
ment business The authorised dealers are 
permitted to sell exchange either to the 
Bank of England or Reserve Bank on its 
behalf and to buy from the Bank of England 
with the approval of the Reserve Bank 
cover for their sales of exchange to the 
public for approved purposes They can 
deal with other banks in India and can buy 
from or sell freely to, local dealers If their 
weekly exchange position shows that they 
are heavily overbought they oan sell surplus 
exchanges to the Bank of England if they 
are not needed locally 

When restrictions on remittances made 
straddle business with New York impossible 
the Bank introduced a system of licensing 
authorised cotton dealers to enable them to 
purchase dollar exchange if they surrender- 
ed all their dollar profits to it Similarly, 
when dealings in foreign securities and 
balances were immobilised by the prohibi- 
tory order of the Government, the Bank 
introduced a system of licences for the 
holders of these securities and balances to 
enable them to retain their holdings and to 
change their investments or invest their 
balances with the permission of the Bank 
These licences were cancelled when the 
^Government took over the dollar balances 
and securities 

Similarly licence has to be issued by 
the Bank to permit travellers to take ont 
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jewellery and cash beyond the prescribed 
figure Severe restrictions have also been 
imposed on the purchase of Bank of Eng- 
land notes by banks m India to prevent 
a disposal of large holding of these notes 
captured by the Germans from the conquer- 
ed territories in Europe 

With regard to exports there were no 
regulations for export finance nor were 
steps taken to ensure that foreign proceeds 
of shipments were returned to India except 
the prohibition of acquisition of foreign 
exchange under the© I Rules and restric- 
tion on drawing of sterling bills on non- 
Bmpire countries Shippers were advised 
to draw their bills in foreign currenoy. 
The Bank of England had fixed rates for 
buying and selling foreign currencies. The 
United States of America and Switzer- 
land, Holland and Belgium, whose cur- 
rencies were freely convertible into dollars 
(gold) were called ‘Aard currency' couninel" The 
rates of the Bank of England applied only 
to dealings in the United Kingdom and the 
Empire countries and dealings in Hew 
York and other outside markets were free 
This outside market was called */rce’ market 
and the rate for sterling in this market 
oscillated violently on account of the 
changing political and monetary conditions 
Sterling was «oon quoted at a discount in 
Hew York and this fact made it more 
profitable to sell Empire goods to U S. A- 
and other ‘hard currency’ countries on a 
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■sterling basis than to sell them on a foreign 
oniTency basis , because the foreign im- 
■porter \vas able to buy sterling cheaply 
for payment of his imports in the 'free 
sterling marhet Taking advantage of this 
difference in rates the greater proportions 
of India’s exports to U. S A for the first 
few months of the war were financed 
through sterling bills on London. “Rupee- 
dollar transactions were forbidden at other 
than the basis of the official London rates, 
and by an agreement with American banks, 
the rupee rate in New York was quoted on 
same basis as the dollar in Inlia, and no 
‘free’ market in rupees was allowed to 
develop As the sterling rate in the ‘free’ 
market depreciated the advantages of 
^nanoing trade with U. S A through ster- 
ling increased and there ^^as a difference 
of 20% between the official rate and the 
TTew York sterling quotation. It failed to 
3 20 as against the official rate of 4 03J 
To stop this loss of foreign exchange the 
3ank of England, towards the end of March 
1940, instituted an export control system 
allowing exports of certain commodities 
to ‘hard currency’ countries only on the 
production of satisfactory evidence that 
the shippers were obtaining hard currency 
and not ‘free’ sterling for their exports 
Other Empire Control Boards imposed 
similar restrictions m their countries at 
the same time. 

T'^ control the proceeds of exports to 
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‘hard currency countries the Reserv^e Bank 
introduced Its control scheme in the 

beginning for jute (raw and manufactured) 
and rubber* but later on extended to include 
all commodities shipped from India to 
nearly all countries except those occupied 
by the enemy or those adjacent to India 
lacking banking facilities* The chief objects 
of the scheme are to ensure that full proceeds 
are received and are not retained outside the 
Empire and that the exports are financed 
in specified ways to get maximum exchange 
value Therefore exports against direct re 
roittances in hard currencies or against 
bills drawn in them are permitted and 
drawing of sterling bill on the imprting 
country which could be paid in ‘free’ sterl- 
ing are prohibited , but sterling bills 
on London are allowed if they are 
drawn under letters of credit registered 
with the Bank of England and contain a 
clause to the effect “that the sterling pro 
vided to meet the bills at maturity was 
obtained by the sale of T7 S dollars to the 
London control The financing of ex- 
ports in rupees has been permitted on 
the production of satisfactory evidence 
that rupees were provided by the foreign 
importer at official rates and were 
not remitted through the ‘free sterling’’ 
market Ihe export control system is 

*Ia June 1940 i( applied to all good^ exported 
to U S A and bwjtzerland 
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worked through the customs and banks 
by means of forms filled by the exporter 
and showing value and the method of 
financing of his shipment One of these 
forms IS delivered to the customs for export 
permit and the others are given to the 
bankers for discounting bills Later on 
these forms are sent to the Reserve Bank 
for checking and inspection These export 
regulations have led to an interesting^ 
change in the methods of export financing 
The traditional method of financing Indian 
exports has been the drawing of hills on London 
in sterling Now they are financed mostly 
through bills in foreign currency and direct 
sale mostly inV S A dollars This has been 
due t< the cessation of fast air mails after 
the collapse of France and the removal of 
the financial gam in the sterling bill by 
the export regulations Goods sold to U S A. 
through London merchant houses or brokers 
are still financed by sterling bills on London 
but the bulk of the business is now done 
directly on U S dollar basis 

Under the Export Control Scheme since 
1941 there are different methods of financ- 
ing exports to non sterling areas which 
vary according to the classification of the 
importing country into a Registered A/a 
country (USA and dependencies) a 
Special A/c country (Canada and New- 
foundland) etc Exports to countries outside 
the sterling area, excepting Arabia, Iran,. 
Afghanistan, and Tibet since Slst May 
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I94l have been permitted only on the 
declaration of the shipper as to the method 
of finance employed, and the name of the 
bank through v^hich the payment is to be 
received. The shipping documents are 
forwarded through an authorised foreign 
exchange dealing bank for realisation of 
the proceeds. The bulk of exports from 
India to such countries is financed thus 
tinder bank credits and foreign exchange 
payments are received within 6 months. 
The despatch of parcels to such countries 
is also under a like system of control and 
the P, 0 does not accept any parcel without 
a certificate from an authorised foreign 
exchange dealer that the parcel was worth 
less than Rs. 50 and had no exchange value, 
or return of its proceeds to India had been 
arranged. These certificates, are sent by 
theP, 0- tothe Reserve Bank which alsc 
receives the duplicate copies from thi 
banks. For exports to China the exporter’s 
decUration to Customs has to be counter 
signed by a bank certifying that tht 
payment had been received through ar 
approved bank from China or an irrevoca. 
ble letter of credit had been opened before 
the export permit. Exports for sale or 
consignment are not permitted because the 
Chinese Stabilisation Board grants permit 
fox imports only for goods for which they 
allot foreign exchange. Exports of goods 
■unlicensed by the Board are prohibited, 
The chief methods of export finance are 
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<a) financing through direct bills in 
American dollars or other currencies of 
the countries of destination (b) financing 
through sterling bills on London, (c)financ- 
ing through sterling tills on the country of 
destination in which case the pay ent is 
effected in sterling from a Special A/c (d) 
-financing through rupee bills and (e) other 
sundry methods 

Under the DIR the Freezing Otders 
to prevent the enemy obtaining funds or 
foreign exchange were applied at the begin- 
ning of 1942 to the accounts of persons and 
firms resident in Hong Kong, Malaya, 
British Borneo and the Netherland East 
Indies because of their conquest by the 
Japanese No transaction® on such ac- 
counts were allowed without the prior sanc- 
tion of the Reserve Bank, although cheques 
drawn prior to the freezing orders were 
paid as also those in which the Bank was 
satisfied that the amounts did not fall into 
enemy hands Normal credits for interest 
on securities, rents or debts due to the 
residents of such areas and debits for in- 
-surance premia, subscriptions and support 
of relatives were also permitted Similar 
order® had been applied to the accounts of 
persons in occupied China Prior to this 
the freezing order of 30th July 1941 covered 
the a/cs of all Chinese residents with a view 
to help the Chinese Government control 
foreign exchange assets and transactions 
of their own national in the sterling areas. 
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It still continues in force for the residents 
of free China The a/cs of the Chinese 
National Government and other Govern- 
ment organisations were specially exempted 
from the freezing order For non-resident 
a/cs credits and debits are not made without 
the prior approval of the Reserve Bank 
except in case of transactions with Iran, 
Afghanistan and Saudi Arabia 

When with the stoppage of imports from 
Continental Europe India had to make her 
purchases of heavy goods hke machinery, 
motor transport and other steel manufac- 
turers from America, the volume of dollar 
exchange needed for the payraeat of these 
imports increased considerably. This in- 
creased strain on the dollar resources of the 
Empire necessitated conservation of foreign 
exchange for the needs of industries, and 
therefore in May 1940, the Government in- 
troduced an import hcenstnq schemeior certain 
commodities like machinery and other indus- 
tn il needs from certain countries without 
any detriment to any essential Indian inter 
est Many imports have been replaced by nas- 
cent supplies or supplies from countries with 
which exchange problem is not acute. In 
pursuance of this policy the Reserve Bank 
issued necessarv instructions to the autho- 
rised dejlers in foreign exchange and pro- 
hibited the sales of exchange against un- 
licensed imports of such commodities as 
were subject to the import control policy. 
Restrictions on private remittances and for 
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noD-trade purposes were made more rigid 
and severe and travelling by non-Empire 
ships was forbidden as also the sale of 
foreign exchange to travellers to non-Em- 
pire countries unless their journey was in 
the interests of the country or was under- 
taken on Government business. The con- 
trol was extended to a large number of 
goods in August 1941 and the controlled 
goods were classified into ‘A’ and ‘B‘ classes 
The control and regulation of exports of 
all goods to U. S A throughout the sterling 
area diminished the volume of sterling 
passing to the ‘free’ market and a still fur- 
ther fall therefore in the ‘free’ sterling rate 
had occurred with a reduced supply and 
static demand. To curtail the operation in 
this sterling market still further the Bank 
of England entered into "payment agreements' 
with the mam countries trading with the 
Empire. As a result of these agreements all 
sterling payments between the Empire and 
such countries passed through the official 
sterling accounts in London at fixed rates 
and no payments of sterling were made 
through the ‘free’ market. Such agree- 
ments were made with USA and Switzer- 
land through their leading banks which 
undertook to open Registered Accounts in 
scerhng in London and to stop further 
operations m ‘free* sterling They were 
guaranteed supply of dollars or francs in 
exchange at official rates as also the pur- 
chases of these from them by the Bank 
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of England as required All sterling opera- 
tions henceforth were made through these 
accounts but dealings in dollars and francs 
were still allowed. Other countries had to 
settle all operations in sterling from special 
sterling accounts in London and no tran- 
sactions in their own currencies were per- 
mitted except in case of Sweden. Transfers 
between these special accounts were for- 
bidden and therefore the receipt of any 
sterling balances by a country for its ex 
ports to the Empire were utilised for 
imports from the Empire. A limited ‘free’ 
sterling market however still existed be- 
cause China, Japan, Iran, Afghanistan and 
Thailand did not enter into such agree- 
ments, This market has been further res- 
tricted with the Japanese war because all 
trade with Japan and Thailand has been 
stopped The Reserve Bank advises banks 
and merchants here with regard to payment 
agreements and establishes suitable proce- 
dure for financial operations with foreign 
countries Before the entry of J.apan into 
the war and after the entrv of Itily and 
extension of war to the Middle East, and 
East Africa, the importers in the Middle 
East, Eg> pt, Sudan and E Africa were com- 
pelled to obtain their supplies of Japanese 
good® through Bombay This entrepot tiade 
had to be controlled to ensure that India did 
not supply foreign exchange for which she 
Teceived no return Prewar shipments were 
permitted to be financed by Indian mer- 
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chants but banks were prevented from 
selling exchinge in payment of foreign 
goods re-exported to countries outside the 
sterling area unless the Bank was satisfied 
that an equivalent eschange was received 
in payment of the re-exports For re- 
exports within the sterling area banks 
were permitted to sell exchange on the 
production of a certificate by the purchaser 
from the Exchange Control Board of the 
importing country authorising the expen- 
diture of foreign exchange 

The upshot of all these restnciive measures 
and exchange control and regulation is ih^- 
pegging of rupee sterling exchange at Is 6d, 
sterling. 

The war has undoubtedly put a severe 
strain on our financial system and caused 
the imposition of fresh taxation and sub- 
tantial increases in existing duties and 
taxes To meet the heavy expenditure on 
defence caused by the expansion and 
mechanisation of the army the supplemen- 
tary Finance Bill in November 1940 inter 
aha imposed a 25% surcharge on income- 
taxes and enhanced the postage, telegram 
and telephone charges and imposed an 
excess profits duty TTpto March 1941 an 
additional taxation of Rs 25 crores had, 
been imposed and still the budget for !941 42 
showed ‘a prospective deficit of 20,46 lakhs 
to meet which the excess Profits Duty was 
increased to 66%, the surcharge on income- 
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Defence Savings Stamps of 4 annas, 8 
annas and Re 1 etc In connection with 
the repatriation of sterling debts, there 
have been issued their rupee counterparts 
Dpto March 1943 the total receipts from 
all these loans and sales amounted to 
Rs 301 50 crorea The currency and finance 
-systems have thus successfully withstood 
t-he strain and stress of the war and they 
are expected to maintain their strength 
and vitality in future with the Reserve 
Bank of India being there to husband our 
resources 

An interesting feature of the vvar time 
finance and exchange, to which reference 
has already been made earlier in the 
chapter, has been the repatnahon of terrrnn- 
able iterhng debt of India to England The 
Government of India had been repatriating 
•our sterling debt since 1937 but on account 
of a reduction in the Government remit- 
tances it was temporarily stopped. The 
Gcvernment by that time had redeemed 
£9^ m of their liabilities on account of the 
Family Pension Funds transferred to Eng- 
land * The repatriation has been effected 
in two ways — through purchases by the 
Reserve Bank in the open market and through 
a license scheme announced on 22nd February 
1940 The large sterling balances accu- 
mulated on behalf of the Government of 
India, since the outbreak of the war, due 
to "heavy imports from India into {England, 
have revived the old scheme to utilize these 
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huge balances for debt redemption. On 
8th of February 1940 tne British Trea=urY 
under Defence Finance Regulations an- 
nounced financial transactions involving 
.£90 m whereby the holders of 6 Indian 
Government sterling loans wore to sell 
them to the Biitish Treasury at the price 
ruling on Friday following These were 
then to be handed over to Indian Govern- 
ment at the same price for cancellation and 
and were to be paid out of the sterling 
balances in London. 

This operation has released large sums 
for investment in the New British Govern- 
ment tap loans The huge sterling balances 
accumulated in London have enabled the 
Bank of England to follow a cheap money 
policy, have increased the quantity of 
loanable funds and maintained the gilt- 
edged securities stable, have eased the task 
of balancing the budget without inflation- 
ary borrowing and have spelt the success 
of the various defence loans. To India, it 
has meant a substantial reduction of her 
sterling and foreign debt replaced by cor- 
responding rupee and internal debts and 
has thus reduced Government remittances 
to their intense relief in these hard times 
and diminished the amount of interest 
payments In fact it has meant the 
utilisation of funds hitherto earning a low 
interest in short term money market for 
the redemption of long term debts carrying 
higher interest. Out of a total of £900 m. 
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BterliDg debt there bas beeo a redemption 
of £E07. 26 m at a total eoet of Rs 408 03 
crores by 1942 43 The Government have 
been coneidenng a scheme for making 
advance provision for (he leqmsite sterling 
lemiitances to m«et fatnre payments of 
sterling pensions, family pensions and provident 
fands out of the eterUng balances with the 
Reverse Bank Over £ 6 m. a year would be 
required for it. Altogether this capitalisation 
scheme would involve an amount of £ 150 m. 
leaving still sabstantial and growing balances 
available for other pnrposee^Tbe proper utilisa- 
tion of these balances bas given nse to an acute 
oontroveisy in the nationalist press wbicb is 
opposed to the proposed capitalisation scheme 
of the disbureemeni of sterling balances for the 
reconquest of Burma and for the defence of Iran 
and Iraq It alleges that the sterling balances 
would thus pass into tbe bands of the British 
Government. It would like (ha balances to accu* 
mnlate in dollar and see them utilized for the 
post-war recoDstractioD and mocbanisation of 
Indian industries. 


*Sir J. Raisman F. \L of tbe Government of 



